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The  Task  Force  Report:  An  Overview 

The  Ontario  Task  Force  on  Financial  Institutions  was  announced  in  June,  1984,  with  a  broad 
mandate  “to  examine  the  organization  and  operation  of  [these]  institutions  in  Ontario  and  determine 
what  pressures  on  that  financial  system  may  require  attention  from  government.”' 

Since  then  we  have  endeavoured  to  canvass  the  broadest  possible  range  of  interests  through 
a  process  of  extensive  consultation  and  enquiry.  A  series  of  informal  consultations  with  concerned 
participants  in  the  financial  system  was  held  in  the  summer  and  fall  of  1984.  These  served  to  identify 
the  key  issues  outlined  in  our  Interim  Report,  released  in  January  of  1985.  Following  that  report, 
we  solicited  the  views  of  the  financial  community,  its  client  groups  and  the  public  on  a  number  of 
critical  issues,  notably  those  of  solvency,  market  efficiency,  self-dealing,  conflicts  of  interests,  con¬ 
centration,  regulatory  approaches,  jurisdiction,  internationalization  of  financial  transactions,  owner¬ 
ship,  consumer  demand  and  technology. 

The  response  to  that  invitation  was  both  wide-ranging  and  essential  to  advancing  our  understan¬ 
ding  of  the  Canadian  financial  system  and  in  formulating  our  final  recommendations.  Almost  thirty 
written  submissions  were  received  in  response  to  the  Interim  Report  and  two-thirds  of  the  submit- 
tants  appeared  at  public  hearings  held  in  May  and  June  of  this  year.  We  gratefully  acknowledge  the 
contribution  made  to  our  deliberations  by  the  thoughtful,  and  often  lively,  debate  which  accompanied 
both  our  formal  and  informal  proceedings. 

In  addition  to  the  views  expressed  by  both  the  industry  and  its  clients,  we  sought,  through 
a  more  extensive  public  opinion  survey  than  the  one  featured  in  our  Interim  Report,  to  ascertain 
the  views  and  expectations  of  consumers  with  respect  to  the  financial  system.  As  well,  research  was 
conducted  at  the  staff  level  to  provide  data,  clarify  issues  and  analyze  arguments  advanced  in  the 
course  of  our  proceedings.  The  results  of  our  public  opinion  survey  and  our  background  papers  will 
be  made  available  upon  request. 

It  is  clear  that  events  and  issues  have  not  remained  static.  They  have  moved  at  a  rapid,  in¬ 
deed  even  a  bewildering  pace  while  the  work  of  the  Task  Force  progressed.  In  the  circumstances, 
we  have  felt  impelled  to  report  within  a  shortened  time  frame  so  that,  even  if  our  text  is  less  detailed 
than  it  might  have  been  otherwise,  our  recommendations  will  be  both  relevant  and  timely. 

We  have  seen  no  evidence  since  the  release  of  our  Interim  Report  to  suggest  that  the  pace 
or  nature  of  integration  within  the  financial  services  industry  has  been  diminished  or  altered.  A  widening 
range  of  products  continues  to  be  offered  across  the  regulatory  boundaries  which  ostensibly  con¬ 
strain  financial  offerings  in  the  Canadian  marketplace.  Indeed,  many  of  the  core  functions  associated 
with  one  of  the  so-called  ‘four  pillars’  are  currently  offered  by  other  participants.  The  pronounce¬ 
ment  of  the  1964  Report  of  the  Porter  Commission,  echoed  in  our  Interim  Report,  that  “virtually 
no  one  feels  bound  to  stay  only  in  the  field  where  he  first  got  his  start,  and  almost  everyone  is  subject 
to  competition  from  both  newcomers  and  established  institutions”"  has  become  increasingly  true 
with  the  passage  of  time. 

This  trend  was  accentuated  by  legislative  and  regulatory  changes  which  encouraged  greater 
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competition  and  the  entry  of  a  large  number  of  new  participants  to  the  financial  services  industry. 
At  the  same  time  the  business  of  financial  institutions  was  radically  changing  throughout  the  world, 
with  many  new  products  and  services  being  offered  and  new  and  sometimes  unforeseen  risks  being 
assumed.  While  the  benefits  of  enhanced  competition  have  been  apparent  in  many  of  the  distinct 
markets  in  which  financial  services  are  offered,  it  has  also  become  clear  that  the  system  of  regulation 
and  supervision  did  not  keep  pace  with  these  extensive  changes.  Both  in  Canada  and  elsewhere  this 
system  proved  inadequate  to  ensure  the  stability  of  financial  institutions  and  to  anticipate  and  contain 
the  risks  being  assumed.  Everywhere  failures,  near  failures  and  expensive  bail-outs  are  raising  costs 
to  consumers  and  depleting  public  treasuries. 

The  pattern  of  failures  and  near  failures,  which  this  year  extended  to  the  Canadian  banking 
system  which  had  long  been  remarkably  free  of  serious  difficulties,  has  shown  that  no  institution, 
whatever  its  jurisdiction  of  incorporation,  its  particular  financial  products  or  its  ownership  structure, 
is  immune  from  collapse.  Public  policy  must  respond  to  this  reality.  It  cannot  afford  to  rest  on  the 
easy  assumption  that  a  particular  type  of  financial  business  does  not  have  any  significant  risk  of  failure 
because  it  has  been  free  of  problems  in  the  past.  Those  forming  public  policy  must  realize  that  the 
great  changes  occurring  within  and  among  financial  institutions  are  generating  new  risks  to  which 
the  system  of  regulation  and  supervision  must  respond. 

Financial  institutions  play  a  unique  role  in  the  business  of  the  nation,  being  entrusted  with 
the  savings  of  Canadians  and  financing  the  bulk  of  their  commercial  activity.  The  financial  system 
can  only  work  efficiently  if  Canadians  have  confidence  in  its  integrity.  Deposit-taking  institutions 
operate  with  a  very  large  ratio  of  debt  to  capital.  Any  loss  of  confidence  by  their  depositors  may 
lead  to  a  crippling  run  on  the  institution.  While  the  consequence  of  a  loss  of  confidence  is  more 
quickly  experienced  by  a  deposit-taking  institution  than  other  financial  institutions,  it  can  overtake 
any  of  the  latter  and  indeed  eventually  spread  to  the  system  itself.  Furthermore,  as  the  system  becomes 
more  integrated  with  virtually  all  participants  engaged  in  deposit  taking,  for  example,  life  insurance 
companies  through  the  sale  of  short-term  annuities  and  securities  firms  through  the  pursuit  of  clients’ 
credit  balances,  the  whole  system  will  be  increasingly  dependent  upon  maintaining  the  confidence 
of  its  customers  at  all  times.  Given  the  importance  of  confidence  to  financial  markets,  failures  in 
the  financial  services  industry  cannot  and  must  not  be  regarded  in  the  same  light  as  failures  might 
be  in  other  business  activities. 

Our  research  into  public  attitudes  demonstrates  that  Canadians,  far  from  advocating  less 
regulation  of  financial  institutions,  support  more  or  different  regulation,  designed  to  enhance  the  solven¬ 
cy  of  these  institutions  and  therefore  the  security  of  public  funds.  Furthermore,  the  public  clearly 
expects  that,  in  the  event  of  financial  institution  failure,  their  claims  against  any  such  institution  will 
be  paid.  This  expectation  is  not  confined  to  deposits  but  extends  to  the  payment  of  other  claims  such 
as  life  and  general  insurance  proceeds. 

The  confidence  that  the  public  accords  to  different  kinds  of  financial  institutions  may  be 
affected  by  past  incidents  of  failure.  In  May,  1985,  when  our  survey  was  conducted,  banks  enjoyed 
a  higher  degree  of  public  confidence  than  other  financial  institutions,  presumably  because  of  their 
untroubled  past.  The  Canadian  Commercial  and  the  Northland  Bank  crises  of  September  1985  un¬ 
doubtedly  affected  the  relatively  robust  confidence  that  our  survey  results  had  associated  with  banks 
in  general  four  months  earlier. 

It  is  the  Task  Force’s  view  that  the  demand  of  the  public  for,  and  the  perceived  need  to 
ensure  confidence,  and  hence  stability,  make  financial  institutions  a  special  and  different  form  of 
enterprise.  Participation  in  the  industry  must  be  regarded  as  a  privilege,  carrying  with  it  substantial 
responsibilities.  The  granting  of  that  privilege  and  the  regulation  and  supervision  of  those  who  have 
the  privilege  must  ensure  that  public  confidence  in  the  financial  system  is  safeguarded.  In  formulating 
our  recommendations,  our  fundamental  premise  has  been  that  public  confidence  in  the  solvency  of 
the  financial  system  should  be  regarded  as  paramount. 
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Governments,  whatever  their  political  persuasion,  have  strived  to  maintain  public  confidence 
in  the  financial  system  either  by  propping  up  failing  institutions  or  by  compensating  the  clients  of 
those  that  failed.  The  pattern  that  emerges  with  disturbing  clarity  from  recent  events  is  one  where 
publicly  managed  deposit  insurance  systems  and  the  taxpayers  at  large  bear  the  dramatically  rising 
cost  of  failures  that  often  arise  from  a  combination  of  inadequate  government  regulation  or  supervi¬ 
sion  and  irresponsible  behaviour  on  the  part  of  financial  institutions  and  their  clients.  The  public 
has  thereby  assumed  —  and  is  paying  for  —  risks  that  should  have  been  contained  by  government 
regulation  and  managed  by  internal  institutional  practices.  We  view  this  situation  as  simply  unacceptable. 

The  enactment  of  deposit  insurance  has  had  the  very  desirable  effect  of  protecting  small 
depositors.  However,  it  has  had  unintended  consequences  that  are  most  undesirable.  Without  coin¬ 
surance  features,  deposit  insurance  encourages  consumers  to  be  indifferent  to  the  financial  state  of 
the  institutions  with  which  they  deal.  Indeed,  it  has  encouraged  a  behaviour  pattern  where  ‘sophistica¬ 
tion’  consists  in  reaching  for  the  highest  possible  rate  of  return,  in  the  knowledge  that  insurance 
makes  this  practice  ‘risk-free’.  This  situation  is  compounded  when  the  actions  of  governments  ar¬ 
range  for  the  repayment  of  all  deposits,  regardless  of  the  ceilings  at  which  insurance  coverage  stops. 
At  this  juncture,  the  largest  and  most  sophisticated  depositors  can  afford  to  ignore  the  condition  of 
financial  institutions  and  the  financial  institutions  that  engage  in  unsound  or  imprudent  practices  can 
still  find  a  ready  market  for  their  deposit-taking  services. 

We  believe  that  a  situation  which  is  tantamount  to  eliminating  all  risk  in  the  making  of  deposits 
is  fundamentally  unsound.  It  will  inevitably  breed  a  continuation  of  the  unfortunate  failures  which 
have  occurred.  Recognizing  the  sense  of  entitlement  that  the  existing  deposit  insurance  system  has 
generated  among  the  public,  and  given  our  sensitivity  to  the  importance  of  protecting  truly  small 
depositors,  we  do  not  Join  the  recent  Wyman  Report^  in  advocating  coinsurance  from  the  first 
dollar,  but  we  do  strongly  recommend  that  coinsurance  be  introduced  above  the  level  of  $20,000. 
As  for  large  deposits,  we  join  with  those  who  have  strongly  condemned  the  practice  of  full  compen¬ 
sation  of  depositors  in  the  event  of  institutional  failure.  In  this  regard,  we  make  a  number  of  recom¬ 
mendations  designed  to  contain  the  pressures  that  have  impelled  recourse  to  this  unfortunate  prac¬ 
tice.  Accordingly,  we  urge  that  deposit  brokers  come  under  regulation  by  the  deposit  insurance 
authorities.  In  the  same  vein,  we  have  been  most  disturbed  by  the  fact  that  the  list  of  large  depositors 
who  have  so  effectively  pressed  governments  for  full  compensation  in  the  past  contains  a  large  number 
of  publicly  funded  entities:  municipalities,  universities,  school  boards,  hospitals  and  the  like.  The 
prevalence  of  these  presumably  sophisticated  depositors  among  the  claimants  of  failed  institutions 
is  testimony  to  the  fact  that  ‘sophistication’  in  deposit  making  consists  in  reaching  for  the  highest 
possible  return  in  blind  indifference  to  the  soundness  of  the  institutions.  We  therefore  recommend 
that  all  publicly  financed  authorities  and  institutions  be  directed  to  adopt  formal  policies  requiring 
prudent  diversification  of  their  investments,  including  their  deposit  funds. 

We  remain  strongly  of  the  view  that  deposit  insurance,  provided  its  coverage  and  limits  are 
designed  to  buttress  prudent  market  behaviour,  is  essential  as  the  ultimate  safeguard  of  public  funds 
entrusted  to  deposit-taking  institutions.  We  believe  that  similar  safeguards  are  necessary  with  respect 
to  other  financial  institutions,  not  only  because  they  have  come  to  offer  services  that  are  akin  to  deposit 
taking  but  because  the  public  expects  assurances  that  claims,  such  as  those  arising  from  insurance 
policies,  will  be  paid.  Accordingly,  we  are  recommending  that  the  appropriate  regulatory  authorities 
should  be  satisfied  that  financial  institutions  not  covered  by  deposit  insurance  have  in  place  industry- 
created  and  administered  funds  which  will  give  such  reasonable  assurance.  In  our  view,  ' 
additional  powers  should  not  be  granted  to  financial  institutions  until  the  regulatory  authorities  are 
satisfied  that  such  programs  are  in  place. 

Deposit  insurance  and  compensation  fund  schemes  are  only  the  fail-safe  mechanisms  of  the 
ongoing  financial  system.  The  confidence  which  is  essential  to  market  efficiency  depends  directly 
on  the  extent  to  which  the  practices  that  lead  to  failure  do  not  arise  in  the  first  place  or,  if  they  do 
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arise,  are  quickly  detected  and  remedied.  It  is  clear  that  regulatory  authorities  have  been  inadequate¬ 
ly  equipped  for  the  task  of  supervising  the  financial  institutions  under  their  mandates.  We  make  a 
number  of  recommendations  designed  to  broaden  and  strengthen  these  mandates. 

It  is  of  little  use  to  increase  the  powers  of  regulators  if  the  system  of  regulation  does  no! 
permit  them  to  recognize  dangers  before  a  failure  occurs.  Accordingly,  we  believe  that  it  is  essen¬ 
tial  for  the  regulators  of  all  financial  institutions  to  develop  early  warning  systems  which  will  permit 
them  to  identify  a  problem  and  require  prompt  remedial  action  whenever  the  practices  of  financial 
institutions  appear  to  place  their  solvency  in  jeopardy.  If  such  systems  are  not  put  in  place  the  regulatory 
‘  system  will  prove,  once  again,  to  be  inadequate  either  to  detect  the  dangers  of  insolvency  or  to  minimize 
consequent  losses. 

We  also  believe  that  the  responsibilities  of  boards  of  directors  and  of  audit  committees  for 
the  effective  management  of  financial  institutions  should  be  increased.  Those  responsible  for  the  manage¬ 
ment  of  financial  institutions  should  have  a  duty  to  develop  internally  the  early  warning  systems  re¬ 
quired  to  detect  practices  and  events  causing  the  financial  instability  of  their  institutions.  The  rela¬ 
tions  between  an  institution’s  management,  its  outside  auditors  and  its  audit  committee  are  of  enor¬ 
mous  consequence  in  preventing  failures  as  are  requirements  which  will  ensure  that  regulatory 
authorities  have  access  to  pertinent  audit  committee  information  and  to  the  results  of  early  warning 
systems. 

Many  financial  institutions,  in  their  appearances  before  the  Task  Force,  requested  an  exten¬ 
sion  of  their  powers  and  greater  freedom  in  their  exercise.  With  respect  to  the  latter,  we  advocate 
greater  freedom  than  has  been  permitted  under  the  long-standing  statutory  regulations  known  as  the 
‘legal  list’  or  ‘legal  for  life’  restrictions  on  investment.  In  our  view,  these  restrictions  are  out¬ 
dated  and  worse  still  emit  misleading  signals  as  to  what  constitutes  an  appropriately  safe  investment. 

1  We  support  an  enhanced  freedom  within  the  framework  of  a  prudent  investor  approach  that  emphasizes 
the  importance  of  portfolio  diversification.  As  for  extending  the  powers  of  financial  institutions,  what 
is  involved  is  the  question  of  a  further  accommodation  of  the  long-standing  institutional  practice  of 
providing  services  outside  the  boundaries  of  the  traditional  lines  of  business. 

Our  answer  to  this  question  lies  in  considering  the  importance  of  competition  as  the  engine 
of  market  efficiency  in  a  setting  where  the  confidence  generated  by  conditions  of  solvency  is  main¬ 
tained.  Competition  in  the  financial  services  industry  takes  place  in  distinct  markets  for  different 
financial  services,  for  example,  the  markets  for  deposit-taking  services,  for  residential  mortgages, 
and  for  commercial  loans.  It  is  widely  acknowledged  that  entry  into  these  distinct  markets  by  institu¬ 
tions  that  were  already  established  in  other  markets  effectively  enhanced  competition.  The  legislative 
change  that  permitted  banks  to  enhance  competition  by  entering  the  mortgage  market  in  turn  bred 
more  competition  in  the  market  for  retail  deposits,  as  trust  companies  pursued  a  greater  share  of 
this  market  through  expanded  hours  of  service.  On  the  other  hand,  however,  recent  events  in  par¬ 
ticular  testify  that  when  market  entry  has  involved  newly  formed,  as  distinct  from  already  existing 
institutions,  the  outcome  has  all  too  often  yielded  insolvency  rather  than  enhanced  competition. 

/In  light  of  these  considerations,  we  prescribe  that  conditions  for  the  chartering  of  new 
financial  institutions  be  made  more  stringent  with  the  capital  requirements  being  increased  and  a  greater 
responsibility  being  placed  on  the  regulators  to  be  satisfied  that  the  business  plan  of  these  new  en¬ 
trants  is  a  sound  one.  This  is  necessary  because  solvency  is  so  critical  to  the  operation  of  financial 
markets.  At  the  same  time  the  importance  we  attach  to  competition  leads  us  to  support,  under 
prescribed  conditions,  some  further  extension  of  existing  institutional  powers,  for  example,  the  ex¬ 
pansion  of  commercial  lending  powers  of  trust  companies,  the  ability  of  financial  institutions  to  engage 
in  networking,  and  participation  in  the  ownership  of  securities  firms  by  domestic  financial  institutions. 

We  must  stress,  however,  that  we  are  far  from  disposed  to  permit  a  financial  institution 
to  engage  freely  in  all  facets  of  the  financial  services  business.  Our  existing  regulatory  systems  are 
designed  to  regulate  institutions  whose  primary  business  is  related  to  core  functions.  As  recent  events 
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reveal  all  too  clearly,  regulators  urgently  require  the  statutory,  organizational  and  personnel  resources 
that  will  enable  them  to  discharge  their  current  responsibilities  effectively.  This  is  not  the  time  to 
devise  the  regulatory  grand  designs  that  would  be  required  if  an  institution  were  permitted  to  engage 
in  all  the  functions  carried  out  by  insurance  companies,  loan  and  trust  companies,  securities  firms 
and  banks. 

One  of  the  reasons  for  the  creation  of  this  Task  Force  was  the  initiatives  being  taken  in 
the  financial  community  to  create  what  is  sometimes  described  as  a  ‘one-stop  financial  service  shop¬ 
ping  centre’ .  Our  survey  research  indicates  considerable  public  skepticism  towards  this  innovation 
and,  very  significantly,  reveals  that  public  opinion  does  not  accept  the  ‘one-stop  shopping’  argument 
as  a  rationale  for  regulatory  change.  Having  rejected  the  fundamental  change  that  would  permit 
any  institution  to  provide  any  financial  service,  we  consider  that  market  forces  can  settle  the  issue 
of  whether  one-stop  shopping  is  attractive,  if  networking  is  permitted  among  different  institutions. 

A  properly  ordered  system  of  networking  should  recognize  that  the  provision  of  different  financial 
services  requires  personnel  with  different  kinds  of  expertise  and,  in  particular,  that  independent  agents 
and  brokers,  the  value  of  whose  services  is  confirmed  by  our  public  opinion  research,  have  a  vital 
role  in  fostering  competition  in  the  markets  for  many  financial  services. 

The  ownership  of  financial  institutions  is  to  us  a  matter  of  grave  concern.  Although  widely- 
held  institutions  are  not  insulated  from  practices  that  lead  to  failure,  the  fact  remains  that  closely- 
held  institutions  are  particularly  vulnerable  to  unscrupulous  and  indeed  fraudulent  practices.  In  our 
Interim  Report  we  assigned  urgent  priority  to  regulatory  prohibitions  against  self-dealing,  that  is  tran¬ 
sactions  carried  out  in  the  interests  of  persons  with  significant  influence,  control  or  ownership  over  ^ 
a  financial  institution  to  the  detriment  of  the  financial  institution.  Our  deliberations  since  the  release 
of  our  Interim  Report  have  impressed  upon  us  that  prohibitions  against  self-dealing  constitute  a  second- 
best  solution.  Clearly,  it  would  have  been  preferable  to  prohibit  the  closely-held  ownership  of  trust 
and  insurance  companies  as  was  done  in  the  banking  sector. 

In  the  last  analysis,  assurance  that  self-dealing  will  not  arise  in  situations  of  closely-held 
ownership  requires  two  acts  of  faith:  the  first  in  the  integrity  of  controlling  owners  and  the  second 
in  the  capacity  of  regulators  to  ensure  that  self-dealing  prohibitions  are  in  fact  enforced.  More  than 
enough  incidents  have  yielded  more  than  enough  evidence  to  tell  us  that  these  acts  of  faith  rest  on 
foundations  that  are  anything  but  robust.  We  have  therefore  concluded  that  a  basic  principle  of  public 
policy  should  be  to  encourage  the  development  of  widely-held  rather  than  closely-held  institutions./  ^ 
The  pursuit  of  this  principle  should  make  policy-makers  particularly  wary  of  ownership  patterns  that 
have  caused  financial  institutions  to  become  affiliated  with  conglomerates  whose  holdings  are  a  mix¬ 
ture  of  real,  that  is  commercial,  and  financial  enterprises.  Moreover,  this  principle  dictates  that  when 
approval  is  sought  for  changes  in  ownership  or  for  the  privilege  of  carrying  on  a  financial  business, 
the  regulatory  authorities  should  favour  applications  by  widely-held  institutions  that  intend  to  con¬ 
fine  their  business  activity  to  the  financial  sector.  The  same  principle  should  be  an  absolute  barrier 
to  any  relaxation  of  the  statutory  rules  that  have  enabled  banks  to  remain  widely  held. 

During  our  hearings  some  participants  expressed  concern  about  excessive  concentration  in 
the  financial  services  industry.  In  part,  this  concern  may  be  addressed  by  the  forthcoming  changes 
in  competition  legislation  relating  to  mergers.  However,  we  believe  that  in  addition  to  whatever  changes 
are  made  in  that  legislation,  the  Province  of  Ontario  should  develop  its  own  policy  as  to  the 
degree  of  concentration  which  it  considers  to  be  desirable  in  the  financial  service  sectors  under  its 
Jurisdiction.  This  policy  should  respond  to  the  public  concern  that  the  sources  of  financial  services 
may  become  controlled  by  a  small  number  of  participants.  Confidence  in  the  integrity  and  fairness 
of  the  system  would  be  shaken  by  such  a  development.  We  do  not  believe  that  this  issue  may  be 
resolved  by  blanket  prohibitions  against  any  institution  or  class  of  institution  becoming  involved  in 
a  particular  class  of  business.  Rather,  we  believe  that  such  concerns  should  be  met  by  examining 
the  extent  of  concentration  in  and  its  effect  on  each  particular  market  as  there  may  be  positive  advan- 
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tages,  as  we  have  indicated  earlier,  in  allowing  existing  financial  institutions  to  expand  their  existing 
services.  Nevertheless,  it  is  in  our  view  important  that  when  such  expansions  in  powers  are  requested 
and  when  approval  is  sought  for  proposed  changes  in  the  ownership  of  existing  institutions,  the  ef¬ 
fect  of  such  propxjsals  on  competition  and  concentration  should  be  carefully  weighed  before  the  necessarv 
approvals  are  given. 

Special  considerations  in  the  realms  of  ownership  and  competition  have  caused  us  to  devote 
particular  attention  to  securities  firms.  The  core  function  of  these  firms,  which  is  market  intermedia¬ 
tion,  distinguishes  them  from  all  other  financial  institutions,  whose  core  functions  involve  financial 
intermediation.  The  recommendations  made  by  the  Ontario  Securities  Commission  (OSC)  last  February 
called  for  substantial  changes  in  the  rules  governing  that  industry.  Its  recommendations  sought  to 
terminate  the  so-called  exempt  market  for  securities  transactions,  to  open  the  industry  to  formal  en¬ 
try  by  foreign  securities  firms,  and  to  allow  domestic  firms  enhanced  access  to  capital  by  permitting, 
under  stipulated  conditions,  minority  ownership  of  these  firms  either  by  foreign  dealers  or  by  domestic 
financial  intermediaries. 

Our  deliberations  have  led  us  to  differ  with  the  OSC  on  the  key  issue  of  the  magnitude  of 
the  changes  proposed.  We  do  not  agree  that  what  the  Commission  proposes  in  the  realm  of  foreign 
entry  and  ownership  is  consistent  with  the  long-established  policy  of  the  Government  of  Ontario. 
The  measures  proposed  by  the  OSC  would  require  an  open  and  formal  change  in  government  policy 
on  domestic  control  that  is  for  the  Cabinet  to  determine  and  that  in  our  view  should  be  weighed  in 
the  context  of  Canada’s  impending  bilateral  and  multilateral  trade  negotiations,  which  will  include 
the  services  sector.  The  context  of  these  negotiations  involves  matters  that  considerably  exceed  both 
the  mandate  of  this  Task  Force  and  that  of  the  OSC  to  determine. 

Our  concern  for  the  state  of  competition  in  the  securities  industry  leads  us  to  recommend 
that  the  market  in  exempt  securities  transactions  should  remain  unregulated  for  the  time  being.  We 
believe  that  the  continuation  of  such  an  exemption  will  provide  a  useful  alternative  to  users  of  capital 
and  enhance  competition  in  our  capital  markets.  However,  lack  of  precise  knowledge  concerning 
the  nature  of  the  exempt  market  should  be  remedied  by  requiring  that  exempt  agents  provide  infor¬ 
mation  to  the  OSC  which  can  be  compiled  in  a  form  that  will  be  readily  digestible  by  policy-makers. 
As  for  the  desirability  of  enhancing  securities  industry  access  to  capital,  we  have  recommended  that 
domestic  financial  intermediaries,  under  prescribed  circumstances,  be  permitted  to  own  up  to  20  percent 
of  a  securities  firm. 

As  comprehensive  as  we  have  tried  to  be.  our  recommendations  concerning  financial  in¬ 
stitutions  are  the  product  of  one  task  force  that  was  given  its  mandate  at  one  point  in  time.  The  fact 
is  that  there  can  be  no  such  thing  as  once-and-for-all  solutions  in  matters  that  affect  financial  institu¬ 
tions.  Financial  activity  is  international  in  scope  and  hypersensitive  to  both  long-run  and  cyclical 
economic  forces.  Its  regulation  transcends  our  federal-provincial  division  of  jurisdiction  and  places 
a  premium  on  effective  communication  both  between  governments  and  among  elected  decision-makers, 
policy  advisors  and  administrators.  Consequently,  we  strongly  endorse  the  creation  of  a  federal- 
provincial  consultative  body,  to  be  staffed  by  a  permanent  secretariat,  as  a  means  of  continually  review¬ 
ing  all  governmental  initiatives  in  this  critical  sector  of  the  economy. 

Public  policy  towards  financial  institutions  rests  upon  an  amalgam  of  general  economic  policy 
concerns,  regulatory  policy  considerations  affecting  a  wide  range  of  institutions  and  occupations, 
and  pragmatic  knowledge  gained  in  the  world  of  day-to-day  regulation  and  supervision.  To  meet 
this  challenge,  the  Government  of  Ontario  should  undertake  without  delay  an  organizational  con¬ 
solidation  under  the  Ministry  of  Treasury  and  Economics  of  all  the  various  units  and  agencies  whose 
activities  are  relevant  to  financial  institutions.  Since  both  the  Government  of  Canada  and  the  Government 
of  Quebec  have  chosen  this  Finance  or  Treasury-centred  model  of  organizing  financial  institutions 
policy  and  administration,  adoption  of  a  parallel  model  by  this  government  should  facilitate  intergovern¬ 
mental  consultation  whether  at  the  level  of  ministers  or  of  officials. 
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Having  summarized  the  essence  of  our  deliberations,  we  close  by  reproducing  below, 
numbered  sequentially  by  chapter,  the  text  of  each  of  our  formal  recommendations  as  they  appear 
in  the  body  of  this  Report.  Save  where  we  prescribe  a  basic  policy  principle  or  advise  that  there 
should  be  federal-provincial  consultation,  our  recommendations  address  only  those  matters  that  are 
under  the  constitutional  jurisdiction  of  Ontario. 

Chapter  III:  Centralizing  the  Regulatory  and  Policy-Making  Functions 

The  Organization  of 

Government  Resources  1-  Formation  of  an  Office  of  Financial  Institutions  in  the 

and  Responsibilities  Ministry  of  Treasury'  and  Economics 

Those  functions  pertaining  to  the  regulation,  supervision  and 
policy  direction  of  financial  institutions  currently  contained  in  the 
Ministry  of  Consumer  and  Commercial  Relations  and  its  regulatory 
agencies,  boards  and  commissions  should  be  transferred  to  the 
Ministry  of  Treasury  and  Economics.  These  functions  should  be 
associated  with  a  new  division  of  that  ministry,  to  be  designated 
the  Office  of  Financial  Institutions  (OFI). 

2.  Formation  of  a  Policy  Committee  of  the  Office  of  Financial 
Institutions  within  the  Ministry  of 
Treasury  and  Economics 

A  policy  committee  of  the  Office  of  Financial  Institutions  should 
be  established  to  review  and  advise  the  Deputy  Treasurer  on  all 
issues  pertaining  to  the  regulation,  supervision  and  policy  direc¬ 
tions  of  financial  institutions,  the  membership  of  this  committee 
to  consist  of  the  Assistant  Deputy  Minister,  Office  of  Financial 
Institutions,  the  Chairman  of  the  Ontario  Securities  Commission, 
the  Chairman  of  OSDIC,  the  Chairman  of  the  Pension  Commis¬ 
sion  of  Ontario,  the  Superintendent  of  Deposit  Institutions,  the 
Superintendent  of  Insurance  and  the  Executive  Director,  Policy 
Development  and  Analysis  (OFI). 

Upgrading  Regulatory  and  Policy-Making  Resources 


3.  Staffing  Needs  of  the  Office  of  Financial  Institutions 

The  staffing  needs  of  the  Office  of  Financial  Institutions  should 
be  assessed  and  filled  pursuant  to  a  systematic  analysis  of  the  ad¬ 
ditional  personnel  requirements  that  are  generated  by  the  recom¬ 
mendations  in  this  Report. 

4.  Importance  of  Early  Warning  Systems 

a)  The  Government  of  Ontario  should  direct  the  relevant  regulatory 
authorities  to  develop  and  implement  such  systems  as  are  necessary 
to  ascertain  early  warnings  of  adverse  changes  in  the  affairs  of 
financial  institutions. 
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b)  The  statutes  governing  Ontario  financial  institutions  should  be 
amended  to  require  them  to  assemble  and  transmit  any  data  or  other 
evidence  to  the  relevant  regulatory  authority  that  the  Lieutenant 
Governor  in  Council  by  regulation  deems  pertinent  to  the  develop¬ 
ment  by  these  authorities  of  information  systems  designed  to  yield 
early  warnings  of  adverse  changes  in  the  financial  condition  of  these 
institutions. 

5.  Public  Policy  with  Respect  to  Regulatory  Costs 

It  should  be  a  principle  of  public  policy  that  financial  institu¬ 
tions  be  required  to  pay  directly  for  a  significant  part  of  the  costs 
of  their  regulation  by  government.  In  respect  of  deposit-taking  in¬ 
stitutions,  there  should  be  federal-provincial  consultation  to  deter¬ 
mine  a  mechanism  by  which  such  costs  could  be  recovered  through 
deposit  insurance  premiums  and  apportioned  among  governments 
in  accordance  with  their  regulatory  obligations.  In  respect  of  non¬ 
deposit-taking  institutions,  the  Office  of  Financial  Institutions 
should  develop  a  mechanism  through  which  regulatory  costs  could 
be  recovered  through  direct  levies  on  institutions. 

Public  Disclosure  and  Public  Complaints 

6.  Tabling  of  Information  with  Standing  Committee  of  the 
Legislature 

A  standing  committee  of  the  legislature  should  be  designated  as 
the  mandatory  recipient  of: 

(i)  a  compendium  of  all  new  incorporations,  changes  in  owner¬ 
ship  and  other  matters  as  prescribed  in  specific  recommen¬ 
dations  of  this  Report;  and 

(ii)  all  reports  required  of  the  Superintendents  of  Deposit  Institu¬ 
tions  and  Insurance,  and  of  the  Chairmen  of  the  Ontario 
Securities  Commission,  the  Pension  Commission  of  Ontario 
and  the  Ontario  Share  and  Deposit  Insurance  Corporation. 

7.  Public  Complaints 

The  regulatory  authorities  should  be  given  the  powers  to  in¬ 
vestigate  conflict  of  interest  complaints  raised  by  members  of  the 
public  who  believe  they  have  been  prejudiced  in  their  dealings  with 
a  financial  institution  and  to  assess  the  relevant  financial  institu¬ 
tion  for  the  cost  of  such  investigation. 

Intergovernmental  Relations  and  Jurisdictional  Issues 

8.  Creation  of  a  Permanent  Consultative  Mechanism 

The  Governments  of  Canada,  the  Provinces  and  Territories 
should  initiate  discussions  with  a  view  to  establishing  a  Council 
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Chapter  IV: 

Deposit  Insurance  and 
Compensation  Funds 


of  Ministers  Responsible  for  Financial  Institutions,  to  review  and 
consult  on  all  matters  pertaining  to  the  policies  and  regulatory  prac¬ 
tices  governing  financial  institutions.  The  Council  should  meet  as 
needed,  but  at  minimum  twice  a  year  and  should  be  staffed  con¬ 
tinuously  by  a  permanent  secretariat. 

9.  Jurisdictional  Conflicts 

It  should  be  a  condition  of  licensing  that  every  financial  institu¬ 
tion  carrying  on  business  in  Ontario  must  conform  to  Ontario  law 
in  the  conduct  of  its  business  in  Ontario.  Every  financial  institu¬ 
tion  incorporated  in  a  jurisdiction  which  permits  it  to  carry  out 
functions  denied  to  Ontario  chartered  institutions  should  be  required 
to  incorporate  an  Ontario  subsidiary  in  order  to  carry  on  business 
in  Ontario. 

1.  Uniformity  of  Federal  and  Provincial  Deposit 
Insurance  Coverage 

A  basic  principle  of  public  policy  should  be  to  ensure  that  the 
coverage  and  other  terms  of  deposit  insurance  provided  by  federal 
and  provincial  deposit  insurance  authorities  are  uniform. 

2.  Extent  of  Deposit  Insurance  Coverage 

The  Government  of  Ontario  should  make  representations  to  the 
Government  of  Canada  respecting  deposit  insurance  coverage  as 
follows: 

(i)  deposits  under  $20,000  should  be  fully  insured  by  CDIC; 

(ii)  deposits  from  $20,000  to  $60,000  should  be  insured  to  the 
extent  of  75  percent  of  the  amount  exceeding  $20,000  but 
not  exceeding  $60,000; 

(iii)  deposits  from  $60,000  to  $80,000  should  be  insured  to  the 
extent  of  50  percent  of  the  amount  exceeding  $60,000  but 
not  exceeding  $80,000; 

(iv)  no  deposits  whatsoever  should  be  insured  to  the  extent  that 
they  exceed  $80,000. 

3.  RRSP’s  and  Deposit  Insurance 

The  Government  of  Ontario  should  make  representations  to  the 
Government  of  Canada  that  RRSP  funds  which  are  invested  in  in¬ 
sured  deposit  instruments  remain  fully  insured  up  to  the  $60,000 
level,  with,  as  at  present,  no  insurance  coverage  on  amounts  above 
$60,000. 
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4.  Deposit  Brokers 

a)  Financial  institutions  which  use  deposit  brokers  to  solicit 
deposits  should  be  required,  as  a  condition  of  retaining  deposit  in¬ 
surance  coverage,  to  disclose  to  their  deposit-insuring  agency  the 
identity  of  such  deposit  brokers,  the  methods  and  rates  of  remunera¬ 
tion  that  they  are  paying  and  the  percentage  of  their  total  deposits 
which  have  been  placed  by  deposit  brokers. 

b)  The  deposit  insurance  authorities  should  establish  a  system  of 
mandatory  registration  for  all  persons  who  provide  deposit 
brokerage  services.  The  conditions  for  registration  should  include 
the  requirement  that  a  registrant  must  disclose  to  its  clients: 

(i)  whether  a  commission  is  being  paid  to  the  deposit  broker 
by  the  financial  institution  taking  the  deposit; 

(ii)  if  so,  the  amount  of  that  commission  and  the  commission 
rates  paid  by  the  other  institutions  with  which  the  deposit 
broker  deals; 

(iii)  the  extent  to  which  deposit  insurance  is  available  in  respect 
of  the  deposit  in  question. 

5.  Institutional  Depositors 

The  Government  of  Ontario  should  direct,  through  legislative 
or  other  appropriate  measures,  that  municipalities,  school  boards, 
universities,  hospitals  and  all  other  institutions  or  agencies  that  are 
under  provincial  jurisdiction  and  whose  revenue  consists  in  whole 
or  in  part  of  provincial  grants  or  tax  deductible  donations  must 
adopt  and  regularly  review  investment  policies  that  require  diver¬ 
sification  of  their  assets  including  deposits  and  all  other  short-term 
instruments. 

6.  Industry  Compensation  Funds 

A  basic  principle  of  public  policy  should  be  to  accelerate  the 
development  and  implementation  of  industry  compensation  funds 
for  the  protection  of  individuals  who  have  property  and  casualty 
insurance  policies  or  life  insurance  policies.  In  pursuit  of  this  prin¬ 
ciple,  any  extension  of  the  powers  of  property  and  casualty  firms, 
or  of  life  insurance  firms,  which  require  legislative  change  should 
be  held  in  abeyance  until  industry  compensation  funds  that  have 
satisfied  the  regulatory  authorities  are  in  place.  Coinsurance 
features  should  be  viewed  as  a  desirable  element  of  any  proposed 
industry  compensation  fund. 

7.  Licensing  of  Extra-Provincial  Financial  Institutions 

It  should  become  a  condition  of  licensing  in  Ontario  that  a  finan¬ 
cial  institution  be  part  of  an  insurance  or  compensation  fund  that 
has  been  approved  by  provincial  regulatory  authorities  and  that. 
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in  the  opinion  of  these  regulatory  authorities,  offers  a  reasonable 
expectation  of  recovery  to  Ontario  residents  in  the  event  of  the 
insolvency  of  the  institution. 

8.  Deposit  Equivalents 

The  Government  of  Ontario  should  undertake  to  examine  con¬ 
tractual  arrangements  equivalent  to  deposits  which  are  being 
developed  by  financial  and  non-financial  enterprises  to  determine 
whether  these  new  methods  of  accumulating  savings  should  receive 
the  same  protection  afforded  to  traditional  deposit  instruments.  This 
examination  should  include  a  review  of  the  adequacy  of  the 
securities  industry’s  National  Contingency  Fund  with  particular 
attention  to  the  growth  in  the  size  of  free  credit  balances  held  with 
securities  firms. 

9.  CDIC  Supervisory^  Functions 

a)  A  formal  federal-provincial  agreement  should  be  developed  pur¬ 
suant  to  which  the  federal  regulatory  authorities  would  be  primarily 
responsible  for  regulating  and  supervising  federally  chartered  finan¬ 
cial  institutions,  the  provincial  regulatory  authorities  would  be 
primarily  responsible  for  regulating  and  supervising  provincially 
chartered  institutions,  and  both  sets  of  regulatory  authorities  would 
have  similar  obligations  to  disclose  and  exchange  information,  in¬ 
cluding  information  as  to  any  inordinate  risks  being  assumed  by 
such  institutions  between  themselves  and  with  Canada  Deposit  In¬ 
surance  Corporation  (CDIC). 

b)  The  Government  of  Ontario  should  make  representations  to  the 
Government  of  Canada  requesting  that  at  least  three  persons  hav¬ 
ing  regulatory  responsibilities  in  respect  of  provincially  chartered 
trust  and  loan  companies  be  selected  to  sit  on  the  board  of  CDIC. 

Chapter  V: 

Financial  Institutions:  Their 
Ownership,  Internal 
Practices  and  Investment 
Powers 


The  Ownership  of  Financial  Institutions 

1.  Widely-Held  Ownership  as  a  Policy  Principle 

A  basic  principle  of  public  policy  should  be  to  encourage  the 
development  of  widely-held,  rather  than  closely-held,  financial 
institutions. 

2.  Approval  of  New  Entrants  and  of  Changes  in  Ownership  and 
Control 

In  line  with  a  policy  to  encourage  the  development  of  widely- 
held  institutions,  the  regulatory  authorities  should: 

(i)  favour,  when  approval  is  sought  for  new  charters  or  for 
changes  in  ownership  and  control,  applications  by  widely- 
held  institutions  that  intend  to  confine  their  activities  to  the 
financial  business; 
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(ii)  refrain  from  approving  the  creation  of  closely-held  institu¬ 
tions  unless  there  is  evident  need  for  new  entrants  to  a  finan¬ 
cial  services  market  and  the  closely-held  applicant  has  clear 
plans  to  increase  public  participation  with  a  view  to  becom¬ 
ing  widely  held. 

3.  Banks  as  Widely-Held  Institutions 

The  Government  of  Ontario  should  communicate  to  the  Govern¬ 
ment  of  Canada  that  it  strongly  endorses  the  current  federal  legisla¬ 
tion  requiring  that  domestically-owned  banks  be  widely-held  in¬ 
stitutions  and  that  exemptions  from  this  requirement  should  not 
be  permitted. 

4.  Financial  Holding  Companies  as  Public  Policy 

It  should  be  a  principle  of  public  policy  that  ownership  links  bet¬ 
ween  financial  institutions  operating  under  different  legislation 
should  be  permitted  only  through  a  financial  holding  company,  and 
that  the  financial  holding  company  device  should  be  made  available 
to  domestically-owned  banks  as  well  as  to  other  types  of  financial 
institutions. 

5.  Provincial  Financial  Holding  Companies 

The  Government  of  Ontario  should  prepare  provincial  legisla¬ 
tion  which  will  impose  a  financial  holding  company  requirement 
with  respect  to  commonly-held  financial  institutions  that  are 
operating  under  different  legislation  and  are  provincially  chartered. 

6.  Provisions  of  Financial  Holding  Company  Legislation 

Through  its  own  initiatives  and  in  consultation  with  the  Govern¬ 
ment  of  Canada,  the  Government  of  Ontario  should  strive  to  secure 
the  enactment  of  legislation  whereby  federal  and  provincial  finan¬ 
cial  holding  company  legislation  will  contain  similar  provisions 
with  respect  to  the  following: 

(i)  standards  governing  the  formation  of  financial  holding  com¬ 
panies  that  scrutinize  the  source  and  integrity  of  their  finan¬ 
cing,  prohibit  financial  institutions  from  holding  equity  in 
their  holding  company,  regulate  the  transfer  of  funds  among 
institutions  under  the  same  holding  company,  and  ensure  that 
any  applicable  restrictions  on  the  proportion  of  shares  held 
by  a  specific  party  will  apply  on  a  consolidated  basis  to  the 
financial  holding  company  as  well  as  to  the  financial  institu¬ 
tions  with  which  it  is  affiliated; 

(ii)  supervision  of  established  financial  holding  companies  that 
will  ensure  continued  adherence  to  the  standards  governing 
their  formation,  require  approval  of  any  transfer  of  owner¬ 
ship  or  change  in  control,  and  favour,  in  the  granting  of  such 
approval,  a  widely-held  over  a  closely-held  applicant; 
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(iii)  restrictions  on  cross-directorships  that  will  stipulate  that 
where  a  group  of  financial  institutions  are  affiliated  with  a 
financial  holding  company:  (1)  a  director  of  one  financial 
institution  shall  not  be  a  director  of  another  financial  institu¬ 
tion,  except  where  one  financial  institution  is  a  subsidiary 
of  the  other,  and  (2)  no  more  than  one-third  of  the  directors 
of  the  financial  holding  company  may  be  directors  of  its  af¬ 
filiated  financial  institutions. 

The  Internal  Practices  of  Financial  Institutions 

7.  Audit  Committees:  Statutory  Requirements 

The  statutes  governing  Ontario  financial  institutions  should  be 
amended  to  require  the  directors  of  all  such  institutions  to  appoint 
an  audit  committee  composed  entirely  of  outside  directors,  and  to 
impose  a  general  duty  upon  the  audit  committee  of  a  financial  in¬ 
stitution  to  take  such  steps  as  are  reasonably  prudent  to  assess  the 
financial  stability  of  the  financial  institution  and  to  obtain  and 
review  any  information  necessary  to  this  assessment. 

8.  Audit  Committees:  Authority'  to  Make  Regulations 

Without  limiting  the  generality  of  the  duty  imposed  in  the 
preceding  recommendation,  the  Lieutenant  Governor  in  Council 
should  be  given  the  power  to  make  regulations  setting  out  specific 
matters  that  audit  committees  must  consider  in  their  deliberations 
and  to  require  that  they  make  reports  to  the  full  board  of  directors 
on  their  findings.  These  regulations  should  specify  that  the  audit 
committee  must: 

(i)  interview  the  auditors  of  the  financial  institution  at  least  once 
per  year; 

(ii)  review  annually  the  financial  institution’s  methods  of  asset 
valuation  and,  in  particular,  the  method  for  appraising  real 
estate; 

(iii)  review  annually  the  financial  institution’s  method  for  deal¬ 
ing  with  doubtful  accounts  including  the  method  for 
establishing  the  reserve  for  losses; 

(iv)  review  annually  the  extent  and  nature  of  any  obligations  of 
the  financial  institution  which  constitute  off  balance  sheet 
items; 

(v)  ensure  that  the  institution  has  an  adequate  system  in  place 
to  discover  instances  of  self-dealing  and  to  ensure  that  the 
provisions  of  the  legislation  governing  the  financial  institu¬ 
tion  as  to  self-dealing  and  conflict  of  interest  are  observed; 

(vi)  review  every  instance  of  self-dealing,  regardless  of  its 
materiality; 


13 


Chapter  I 


(vii)  review  any  instances  of  suspected  fraud,  misfeasance  or  other 
irregularity,  regardless  of  their  materiality; 

(viii)  review  any  transactions  of  the  institution  that  appear  to  be 
outside  the  powers  of  the  financial  institution; 

(ix)  establish  an  early  warning  system  to  monitor  the  level  of  risk 
exposure  of  the  financial  institution; 

(x)  have  minutes  taken  of  every  audit  committee  meeting  that 
accurately  and  fully  reflect  the  proceedings  and  send  prom¬ 
ptly  copies  of  these  minutes  to  every  director  of  the  finan¬ 
cial  institution  and  to  the  relevant  provincial  regulator; 

(xi)  meet  at  least  four  times  per  year. 

9.  Statutory  Duties  of  Auditors 

The  statutes  governing  the  regulation  of  financial  institutions  in 
Ontario  should  be  amended  to  require  the  auditor  of  a  financial 
institution  to  attend  all  meetings  of  the  audit  committee,  to  make 
such  reports  on  the  work  conducted  by  the  auditor,  in  its  capacity 
as  such,  or  on  behalf  of  the  institution,  as  the  auditor  deems 
desirable  to  assess  the  financial  stability  of  such  institution,  and 
in  particular  to  report  to  the  audit  committee  every  instance  of: 

(i)  self-dealing; 

(ii)  apparent  fraud,  misfeasance  or  other  financial  irregularity; 

(iii)  transactions  apparently  beyond  the  powers  of  the  institution; 

(iv)  any  transaction  that  could  have  an  adverse  effect  on  the  finan¬ 
cial  stability  of  such  an  institution; 

(v)  any  transaction  involving  a  liability  of  the  financial  institu¬ 
tion  which  would  constitute  an  off  balance  sheet  item, 

which  is  discovered  in  the  ordinary  course  of  the  audit. 

Investment  Powers 

10.  Prudent  Investment  Standard 

The  statutes  governing  the  regulation  of  financial  institutions  in 
Ontario  should  be  amended  to  replace  the  current  investment  rules 
requiring  compliance  with  qualitative  tests  by  a  prudent  investment 
standard. 

11.  Investment  Committees 

Each  loan  and  trust  company,  insurance  company  and  credit 
union  should  be  required  by  statute  to  appoint  an  investment  com- 
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Sen’ing  the  Consumer 


mittee  of  the  board  of  directors.  The  investment  committee  should 
be  required  to  establish  prudent  investment  standards  to  be  approv¬ 
ed  with  or  without  modification  by  the  board  of  directors  and  to 
be  applied  by  the  corporation  in  making  investment  decisions  and 
in  managing  the  investments  of  the  corporation  including  deposits. 

12.  Diversification 

Diversification  should  be  one  of  the  principal  objectives  of  the 
investment  strategies  undertaken  by  regulated  financial  institutions. 
Accordingly,  the  investment  committee  should  be  required,  in 
establishing  prudent  investment  standards,  to  adopt  policies  design¬ 
ed  to  avoid  an  undue  concentration  of  risks.  This  can  only  be  done 
by  the  establishment  of  rules  that  place  limits  on  investments; 

(i)  in  any  one  corporation; 

(ii)  in  any  one  industry  group; 

(iii)  in  any  one  region; 

(iv)  in  companies  that  are  associated; 

(v)  in  any  particular  type  of  security. 

The  investment  committee  should  be  required  to  review  such 
investment  policies  and  their  implementation  on  a  regular  basis 
and  also  should  be  required  to  review  periodically  the  investment 
results. 

Networking 

1.  Regulatory  Approval  of  Networking  Arrangements 

When  two  or  more  financial  institutions  propose  to  enter  into 
a  contractual  arrangement  in  regard  to  the  sale  of  financial  pro¬ 
ducts  or  services,  such  an  arrangement  should  require  the  approval 
of  whichever  regulators  may  be  responsible  for  the  supervision 
of  the  respective  contracting  parties.  Before  approving  any  arrange¬ 
ment,  the  regulators  should  be  satisfied  that  the  proposed  arrange¬ 
ment  will  not  result  in  practices  that  are  directly  or  indirectly  akin 
to  tied  selling,  that  the  contracting  parties  possess  the  necessary 
expertise  to  offer  the  services  that  are  the  subject  of  the  arrange¬ 
ment,  and  that  they  have  procedures  in  place  to  guard  their 
customers  against  any  adverse  consequences  as  a  result  of  any  con¬ 
flicts  of  interest  arising  from  the  arrangement.  In  assessing  the 
desirability  of  particular  networking  arrangements,  the  regulators 
should  take  favourable  note  of  arrangements  designed  to  enhance 
consumer  services  in  small  communities. 

2.  Disclosure  of  Networking  Arrangements 

All  parties  to  a  networking  arrangement  should  be  required  to 
disclose  to  their  customers  the  existence  of  the  arrangement  and 
any  advantage  that  accrues  to  them  from  a  referral  or  sale  pur¬ 
suant  to  the  arrangement. 
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3.  Disclosure  of  Available  Options 

All  parties  to  a  networking  arrangement  should  be  required  to 
disclose  to  their  customers  the  availability  of  alternative  sources 
for  similar  products  and  services,  including  independent  agents  and 
brokers,  and  that  their  customers  are  free  to  obtain  their  re¬ 
quirements  from  such  sources. 

Independent  Agents  and  Brokers 

4.  Independent  Agents  and  Brokers:  Maintenance  of  Role 

Given  the  recognized  and  important  role  played  by  independent 
agents  and  brokers  in  the  provision  of  personal  service  and  objec¬ 
tive  advice  to  consumers,  the  Government  of  Ontario  and  the 
regulatory  authorities,  in  approving  legislative  initiatives  and  in 
particular  networking  arrangements,  should  take  special  care  to 
preserve  a  climate  in  which  the  role  played  by  independent  agents 
and  brokers  will  be  supported  and  maintained. 

5.  Support  of  Educational  Initiatives 

The  Government  of  Ontario  should  take  steps  that  will  assist  the 
associations  of  independent  life  and  general  agents  and  brokers  to 
offer  educational  and  licensing  programs  which  meet  the  challenges 
created  by  the  emergence  of  new  products  and  services,  and  which 
improve  the  capacity  of  their  members  to  assess  the  soundness  of 
the  institutions  concerning  whose  products  they  advise  the 
consumer. 

6.  Disclosure  Requirements  for  Insurance  Agents  and  Brokers 

All  insurance  agents  and  brokers  should  be  required  to  disclose 
to  their  customers  the  extent  of  their  capacity  to  sell  various  types 
of  insurance  products  and  the  products  of  a  variety  of  insurers. 

Social  Assistance  Recipients  and  Financial  Services 

7.  Social  Assistance  Recipients:  Cheque-Cashing 

The  Government  of  Ontario  should  undertake  to  develop  and 
implement  measures  to  assist  social  assistance  recipients  in  the 
cashing  of  their  cheques,  including  ways 

(i)  to  expand  the  use  of  direct-deposit  schemes  by  social  ser¬ 
vice  agencies  issuing  cheques  to  members  of  the  public;  and 

(ii)  to  encourage  financial  institutions  and  social  service  agen¬ 
cies  to  consult,  on  an  ongoing  basis,  concerning  any  other 
appropriate  steps,  including  the  development  of  photo- 
identification  cards,  that  will  facilitate  cheque-cashing  by 
welfare  recipients. 
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8.  Cheque-Cashing  and  Income  Tax  Refund  Enterprises 

Federal  and  provincial  officials,  by  directive  of  the  ministers 
responsible,  should  undertake  to  explore  means  whereby  public 
demand  for  the  services  of  cheque-cashing  businesses  and  enter¬ 
prises  providing  advances  on  income  tax  refunds  would  be  reduc¬ 
ed,  and  to  examine  regulatory  measures  designed  to  curtail  the 
charges  that  are  levied  for  these  services. 

Conflicts  of  Interest  and  Confidentiality  of  Information 

9.  Prohibition  on  Use  of  Confidential  Information 

There  should  be  a  statutory  provision,  applying  to  all  financial 
institutions,  that  prohibits  the  disclosure  of  information  obtained 
from  any  person  dealing  with  the  institution  to  any  other  person 
or  the  use  of  such  information  for  any  purpose  within  the  institu¬ 
tion  other  than  the  purpose  for  which  such  information  was 
provided. 

10.  Exception  Where  Consent  Provided 

An  exception  to  the  general  prohibition  should  be  allowed  where 
the  person  supplying  the  information  to  the  institution  consents  in 
writing  to  the  use  of  that  information  in  some  other  specific 
transaction. 

11.  Waiver  of  a  Eiduciary  or  Other  Obligation 

There  should  be  a  statutory  requirement  that  whenever  a  finan¬ 
cial  institution  enters  into  a  contract  with  a  customer  providing  for 
any  waiver  of  any  fiduciary  or  other  obligation  of  the  institution 
to  such  customer,  the  waiver  shall  be  ineffective  unless  the  institu¬ 
tion  establishes  that  the  customer  consented  to  such  a  waiver  after 
the  full  consequences  of  it  were  explained. 
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Entry  Requirements 


The  Ontario  Loan  and  Trust 
Corporations  Act 


I.  Ongoing  Duty  of  Corporation 


In  addition  to  its  statutory  responsibility  to  advise  the  Superinten¬ 
dent  of  Deposit  Institutions  of  every  change  in  its  board  of  direc¬ 
tors,  each  corporation  should  have  a  continuing  statutory  respon¬ 
sibility  to  satisfy  the  Superintendent  of  the  fitness  as  to  character 
and  competence  of  its  directors. 

2.  Ongoing  Duty’  of  Regulator 

The  fitness  as  to  character  and  competence  of  the  directors  of 
loan  and  trust  corporations  should  be  reviewed  by  the  Superinten¬ 
dent  upon  the  incorporation  or  registration  of  a  corporation,  and 
upon  notification  of  a  change  in  the  board  of  directors  of  a 
corporation. 
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3.  Deposit  with  Standing  Committee 

The  upgraded  entry  requirements  proposed  in  the  draft  consulta¬ 
tion  act  for  loan  and  trust  corporations  carrying  on  business  in  On¬ 
tario,  such  as  increased  capitalization  and  more  stringent  character 
and  competence  qualifications,  should  be  further  formalized  by  the 
addition  of  a  statutory  provision  that  the  Superintendent  deposit 
a  file  with  a  standing  committee  of  the  legislature  relating  to  each 
newly  incorporated  or  registered  corporation  and  each  corpora¬ 
tion  that  has  reported  a  change  in  its  board  of  directors.  The  file 
should  take  the  form  of  a  compendium  disclosing  the  relevant  in¬ 
formation  on  the  fitness  as  to  character  and  competence  of  the  board 
of  directors  of  such  corporations  and,  in  the  case  of  each  newly 
incorporated  or  registered  corporation,  relevant  information  as  to 
the  matters  required  to  be  established  to  the  satisfaction  of  the 
Lieutenant  Governor  in  Council  or  the  regulator  in  respect  of  such 
incorporation  or  registration. 

Directors’  Duties 

4.  Directors  Generally 

The  provisions  of  the  draft  consultation  act  pertaining  to  out¬ 
side  directors,  limits  on  cross-directorships  and  the  standard  of  care 
required  of  directors  should  be  enacted  substantially  as  drafted, 
augmented  by  the  additional  responsibilities  of  directors  as  prescrib¬ 
ed  in  the  foregoing  recommendations  of  this  Report. 

5.  Management  Resources  Committee 

The  directors  of  a  loan  or  trust  corporation  should  have  an  ad¬ 
ditional  statutory  duty  to  appoint  a  management  resources  com¬ 
mittee  composed  of  outside  directors  with  the  responsibility  to 
review  management  systems,  to  develop  compensation  programs, 
to  evaluate  the  performance  of  management,  to  plan  for  the  suc¬ 
cession  of  management  and  to  ensure  continuity  in  the  good 
management  of  the  corporation  at  all  times. 

Disclosure 

6.  Disclosure  of  Financial  Statements  of  Corporation 

A  statutory  duty  should  be  imposed  on  all  registered  loan  and 
trust  corporations  to  provide  any  depositor  upon  request  with  a 
copy  of  the  corporation’s  most  recent  annual  and  most  recent  in¬ 
terim  financial  statement  and  to  notify  all  depositors  of  the  cor¬ 
poration,  in  writing,  at  least  once  annually  of  their  right  to  obtain 
such  statements. 

7.  Disclosure  of  Related  Party  Transactions 

Loan  and  trust  corporations  should  be  required  to  disclose  in 
their  financial  statements  the  occurrence  of  all  related  party  tran- 
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sactions  permitted  under  Part  IX  of  the  Draft  Act  during  the  period 
covered  by  the  statement,  together  with  such  information  as  may 
be  required  to  permit  a  person  to  have  an  informed  judgment  about 
them. 


Self-Dealing 

8.  The  Extent  of  the  Prohibition 

The  approach  taken  in  the  Draft  Act  to  banning  self-dealing 
should  be  adopted  and,  having  regard  to  the  inherent  dangers  of 
self-dealing,  the  exemptions  to  the  ban  should  not  be  further  ex¬ 
tended  in  any  way.  We  reiterate  the  recommendation  in  our  In¬ 
terim  Report  that  the  overriding  policy  consideration  in  drafting 
the  self-dealing  provisions  of  the  Act  should  be  to  prohibit  all  non¬ 
arm’s  length  transactions  in  every  case  unless  true  market  value 
can  be  objectively  ascertained  by  independent  means  and  we  em¬ 
phasize  that,  in  regulating  self-dealing,  greater  responsibility  on 
directors  and  greater  regulatory  discretion  cannot  substitute  for  the 
impartiality  that  results  from  arm’s  length  negotiations. 

9.  Consent  to  Prohibited  Transactions 

The  exemption  provided  in  section  144  of  the  Draft  Act  whereby 
the  Superintendent  may  consent  to  an  otherwise  prohibited  con¬ 
flict  of  interest  transaction  should  be  amended  to  require  that  the 
consent  be  obtained  from  the  Lieutenant  Governor  in  Council,  upon 
the  recommendation  of  the  Superintendent.  Such  approval  should 
not  be  granted  unless  the  applicant  can  establish  that  the  transac¬ 
tion  is  in  the  best  interests  of  the  corporation. 

10.  Report  to  Standing  Committee 

It  should  be  a  statutory  requirement  that  every  exemption  granted 
under  section  144  shall  be  disclosed  in  a  compendium  to  be  filed 
by  the  Superintendent  with  a  standing  committee  of  the  legislature. 

11.  Reporting  of  Conflict  of  Interest 

The  duty  in  section  149  and  section  150  of  the  Draft  Act  that 
auditors  and  persons  undertaking  professional  services  for  the  cor¬ 
poration  report  to  the  directors  any  conflict  of  interest  breach  of 
which  they  are  aware  should  be  revised  to  require  that  such  reports 
be  made  simultaneously  to  the  directors  and  to  the  Superintendent. 

Conflict  of  Interest:  Shares  Held  as  Fiduciary 

12.  Trust  Corporation  Shares  Held  as  Fiduciary 

The  provision  in  section  143  of  the  Draft  Act  prohibiting  a  trust 
corporation  that  holds  its  own  shares  as  fiduciary  from  voting  or 
otherwise  dealing  with  such  shares  except  with  the  consent  of  the 
board  of  directors,  should  not  be  conditional  on  a  ten  percent 
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holding  but  should  extend  to  any  shares  of  the  corporation  held 
as  a  fiduciary. 

Regulation 

13.  Regulatory  Powers 

The  enhanced  regulatory  powers  and  structures  in  the  Draft  Act 
should  be  enacted  substantially  as  drafted. 

14.  Suspension  of  Business 

Whenever  the  right  of  a  loan  or  trust  corporation  to  carry  on 
business  is  suspended  by  the  Director  of  Loan  and  Trust  Corpora¬ 
tions,  the  Superintendent  or  the  Lieutenant  Governor  in  Council, 
the  fact  of  the  suspension  and  the  reasons  therefor  should  be  disclos¬ 
ed  in  a  compendium  to  be  deposited  with  a  standing  committee 
of  the  legislature. 

Commercial  Lending 

15.  Endorsement  of  Draft  Provisions 

The  proposals  in  the  Draft  Act  in  respect  of  commercial  len¬ 
ding  which  place  three  principal  restrictions  on  the  commercial 
lending  of  registered  loan  and  trust  corporations: 

(i)  approval  of  the  Superintendent  of  Deposit  Institutions; 

(ii)  minimum  capital  of  $15,000,000; 

(iii)  restrictions  to  ten  percent  or  less  of  total  assets  of  the 
corporation 

should  be  enacted. 

Commercial  Leasing 

16.  Minimum  Capital 

In  respect  of  commercial  leasing,  a  further  condition  to  those 
proposed  in  the  Draft  Act  should  be  enacted.  Minimum  capital  of 
$15,000,000  should  be  required  as  a  prerequisite  to  commercial 
leasing. 

Leverage  Ratios 

17.  Increases  in  Borrowing  Multiples  to  be  Approved 

Any  increases  in  the  borrowing  multiple  of  trust  and  loan  cor¬ 
porations  to  any  amount  in  excess  of  ten  times  the  capital  base 
should  be  approved  by  the  responsible  minister  or  by  the  Lieute- 
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nant  Governor  in  Council.  Each  subsequent  increase  also  should 
be  so  approved. 

18.  Deposit  with  Standing  Committee 

Information  as  to  the  increases  in  the  borrowing  multiples  of  trust 
and  loan  corporations  granted  in  each  year  should  be  deposited 
with  a  standing  committee  of  the  legislature  at  least  once  per  year 
in  the  form  of  a  compendium  prepared  by  the  Superintendent  of 
Deposit  Institutions. 

19.  Reduction  of  Borrowing  Multiple 

The  Superintendent  of  Deposit  Institutions  should  be  required 
to  review  the  borrowing  multiple  of  each  trust  and  loan  corpora¬ 
tion  at  least  once  per  year  and  where  it  is  determined  that  the  bor¬ 
rowing  multiple  is  too  high,  the  Superintendent,  by  order  and  sub¬ 
ject  to  such  terms  and  conditions  as  may  be  set  out  in  the  order, 
may  reduce  the  borrowing  multiple  to  any  amount  that  the 
Superintendent  deems  in  the  best  public  interest,  notwithstanding 
any  other  provision  in  the  legislation. 

Quantitative  Limits 

20.  Common  Shares 

The  quality  tests  proposed  in  clause  160(1  )(c)  of  the  Draft  Act 
should  be  eliminated.  Any  proposed  investment  in  common  shares 
should  be  considered  with  regard  to  the  prudent  investment  stan¬ 
dards  established  by  the  investment  committee  and  adopted  by  the 
board  of  directors.  However,  the  quantitative  restrictions  in  the 
Draft  Act  in  respect  of  investment  in  common  shares  should  be 
retained.  These  restrictions  include: 

(i)  total  investment  in  shares  not  to  exceed  25  percent  of  total 
assets;  and 

(ii)  no  holding  in  excess  of  ten  percent  of  the  voting  shares  of 
any  one  body  corporate. 

27.  Preferred  Shares 

The  quality  tests  proposed  in  clause  160(1  )(d)  of  the  Draft  Act 
should  be  eliminated.  Any  proposed  investment  in  preferred  shares 
should  be  considered  with  regard  to  the  prudent  investment  stan¬ 
dards  established  by  the  investment  committee  and  adopted  by  the 
board  of  directors.  However,  the  quantitative  restrictions  in  the 
Draft  Act  in  respect  of  investment  in  preferred  shares  should  be 
retained.  These  restrictions  include: 

(i)  total  investment  in  shares  not  to  exceed  25  percent  of  total 
assets;  and 
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(ii)  no  holding  in  excess  of  ten  percent  of  the  voting  shares  of 
any  one  body  corporate. 

22.  Consumer  Lending 

As  proposed  in  the  Draft  Act,  personal  loans  to  any  individual 
should  not  exceed  the  greater  of  $25,000  and  the  individual's  an¬ 
nual  income  and  all  personal  lending  should  be  done  according 
to  the  provisions  in  subsection  160(4)  of  the  Draft  Act  including 
the  restriction  that  the  aggregate  total  of  such  investment  is  ten 
percent  or  less  of  the  total  assets  of  the  loan  or  trust  corporation 
or  such  lower  percentage  as  the  Superintendent  of  Deposit  Institu¬ 
tions  may  approve. 

23.  Real  Estate  for  the  Production  of  Income 

The  amount  of  investment  in  real  estate  for  the  production  of 
income  should  be  restricted  to  five  percent  of  total  assets;  invest¬ 
ment  in  any  one  parcel  of  real  estate  should  not  exceed  one  percent. 

24.  Real  Estate  for  Own  Use 

The  amount  of  investment  in  real  estate  for  the  corporation's 
own  use  should  be  restricted  to  an  amount  equal  to  the  capital  base 
of  the  corporation. 

25.  Third  and  Subsequent  Mortgages 

The  amount  of  investment  in  third  and  subsequent  mortgages 
should  be  restricted  to  two  percent  of  the  total  assets  of  the 
corporation. 

26.  Single  Investments 

The  amount  of  investment  in  any  single  person  or  persons  that 
to  the  knowledge  of  the  corporation  are  ‘related'  should  be 
restricted  to  one  percent  of  the  total  assets  of  the  corporation. 

27.  ‘Open  Basket’ 

The  amount  of  investment  in  the  basket  should  be  restricted  to 
five  percent  of  the  total  assets  of  the  corporation.  The  basket  clause 
should  be  redrafted  to  clarify  that  it  cannot  be  used  for  commer¬ 
cial  lending  by  corporations  that  have  been  granted  the  statutory 
commercial  lending  privilege  by  the  Superintendent  and  that  it  may 
be  used  for  commercial  lending  by  any  other  corporation  wishing 
to  gain  experience  in  this  area. 

28.  Investment  Limits 

The  50  percent  investment  limit  proposed  in  section  165  of  the 
Draft  Act  should  be  enacted. 
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Insurance  Indiistrx 


Changes  to  the  Regulation  of  All  Insurance  Companies 

1.  Investment  Powers 

The  statutory  provisions  respecting  the  investment  powers  of  in¬ 
surance  companies  should  be  amended  to  parallel  the  recommen¬ 
dations  made  in  this  Report  regarding  the  investment  powers  of 
loan  and  trust  companies. 

2.  Other  Statutory  Requirements 

The  following  matters  should  be  reflected  in  amendments  to  the 
Insurance  Act  and  should  parallel  the  recommendations  made  in 
this  Report  regarding  trust  companies; 

(i)  more  appropriate  requirements  for  initial  capitalization  and 
the  qualifications  of  incorporators; 

(ii)  the  standard  of  care  of  directors  and  duties  of  the  manage¬ 
ment  resources  committee; 

(iii)  the  role  and  responsibilities  of  audit  committees  and  the 
development  of  early  warning  systems; 

(iv)  the  qualifications  of  directors  and  the  restrictions  on  cross- 
institutional  directorships. 

Mutual  Life  Insurance  Companies 

3.  Capacity  of  Mutual  Life  Insurance  Companies  to  Own  Sub¬ 
sidiaries  or  Own  Shares  in  a  Financial  Holding  Company 

Provided  that  there  exists  a  life  insurance  industry  compensa¬ 
tion  fund  that  is  satisfactory  to  the  regulatory  authorities,  the 
Government  of  Ontario  should  pursue,  in  consultation  with  the 
Government  of  Canada,  means  which  will  ensure  that  mutual  life 
insurance  companies,  as  widely-held  financial  institutions,  will  not 
be  disadvantaged  vis-a-vis  stock  companies  in  their  capacity  to  af¬ 
filiate  with  other  financial  institutions,  whether  by  way  of  the 
organization  of  a  financial  holding  company  or  in  downstream 
subsidiaries. 

Ontario  Farm  Mutuals 

4.  Ontario  Farm  Mutuals:  Ownership  of  Stock  Companies 

The  Government  of  Ontario  should  give  notice  that  it  intends 
to  permit  Ontario  farm  mutuals,  subject  to  ministerial  approval, 
to  own  downstream  property  and  casualty  companies  that  are  stock 
companies  on  the  condition  that  a  satisfactory  industry  compensa¬ 
tion  fund  for  such  stock  companies  has  been  developed  and  im¬ 
plemented.  Such  approval  should  be  subject  to  a  mutual  being  able 
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to  demonstrate  the  existence  of  a  business  plan,  the  fitness  as  to 
character  and  competence  of  directors  and  its  record  of  experience 
in  the  property  and  casualty  business. 

Current  Initiatives  and  Capitalization 

The  Ministry  of  Treasury  and  Economics  should  examine  the 
initiatives  that  continue  to  be  pursued  by  the  regulatory  authorities 
and  the  industry  to  strengthen  the  operation  of  the  credit  union 
movement  with  a  particular  view  to: 

(i)  assessing  the  adequacy  of  compliance  with  these  initiatives; 

(ii)  accelerating  the  recovery,  by  organizational  or  other  means, 
of  credit  unions  which  remain  in  deficit  positions; 

(iii)  bringing  credit  unions  into  positions  of  adequate 
capitalization. 

2.  Preconditions  for  Change  in  Credit  Union  Powers 

No  extension  of  the  powers  of  credit  unions  should  be  im¬ 
plemented  until: 

(i)  every  credit  union,  through  affiliation  with  a  central  league 
or  by  other  means,  possesses  membership  in  a  stabilization 
fund  that  has  been  approved  by  the  regulatory  authorities; 

(ii)  a  revision  of  credit  union  legislation  applies  to  credit  unions 
the  legislative  provisions  recommended  in  this  Report  as  ap¬ 
plicable  to  financial  institutions  generally; 

(iii)  a  revision  of  credit  union  legislation  applies  to  credit  unions 
the  legislative  provisions  recommended  in  this  Report  as  ap¬ 
plicable  to  loan  and  trust  corporations,  due  account  being 
taken  of  the  special  nature  of  credit  unions  as  co-operative 
institutions. 

3.  Review  of  Conflict  of  Interest  and  Self-Dealing  Possibilities 

The  Ministry  of  Treasury  and  Economics  should  review  and 
report  upon  the  singular  aspect  of  the  credit  union  system  where 
the  depositors,  borrowers  and  directors  are  all  equity  owners  to 
ensure  that  the  latent  possibility  of  conflicting  interests  may  not 
have  any  prejudicial  effect  on  the  operation  of  a  credit  union. 

4.  Authorization  of  Commercial  Lending 

a)  Subject  to  the  conditions  outlined  in  Recommendation  2.  a  credit 
union  which  has  assets  in  an  amount  equal  to  or  greater  than 
$15,000,000  should  be  permitted  to  engage  in  commercial  lending 
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Chapter  X: 

The  Securities  Industry 


to  coqjorations  which  are  not  members  of  the  credit  union,  such 
lending  to  be  subject  to  the  provision  that  all  corporate  lending, 
to  both  members  and  non-members  combined,  will  not  exceed  the 
amount  which  is  equal  to  seven  percent  of  the  total  of  unimpaired 
capital,  deposits  and  surplus  or,  if  approval  of  the  regulatory 
authority  has  been  obtained,  will  not  exceed  fifteen  percent  of  this 
total. 

b)  Credit  unions  should  not  be  permitted  to  engage  in  commer¬ 
cial  leasing  at  this  time. 

c)  The  basket  clause  should  be  amended  to  provide  unambiguously 
that  it  may  not  be  regarded  as  authorization  for  a  credit  union  to 
engage  in  commercial  lending  or  commercial  leasing  of  any  kind. 

5.  Federal-Provincial  Liaison  and  Exchange  of  Information 

The  Government  of  Ontario  should  enter  into  formal  consulta¬ 
tions  with  the  Government  of  Canada  concerning  the  means 
whereby  there  could  be  ongoing  liaison  and  reciprocal  exchanges 
of  information  regarding  the  Canadian  Co-operative  Credit  Society 
which  is  under  the  regulatory  mandate  of  the  federal  Superinten¬ 
dent  of  Insurance  and  the  central  leagues  which  are  under  the 
regulatory  mandate  of  the  Ontario  Director  of  Credit  Unions. 

Foreign  Entry  and  Non-Resident  Ownership  of  the 
Ontario  Securities  Industry 

7.  Foreign  Entry  and  Foreign  Ownership 

Any  changes  affecting  foreign  entry  into  the  Ontario  securities 
industry,  the  existing  10/25  foreign  ownership  standard  and  the 
current  status  of  grandfathered  firms  should  be  held  in  abeyance 
so  that  these  matters  can  be  the  subject  of  a  formal  and  open 
declaration  of  policy  by  the  Government  of  Ontario.  In  formulating 
its  declaration,  the  Government  of  Ontario  should  take  into  ac¬ 
count  the  larger  context  of  bilateral  and  multilateral  trade  negotia¬ 
tions  which  encompass  the  provision  of  services  and  entail  federal- 
provincial  consultation  over  formulation  of  Canadian  positions. 

Capital  Adequacy,  Access  to  Capital  and 
Competitiveness  Within  the  Securities  Industry 

2.  Non-industry  Investment  in  Securities  Firms 

a)  Non-industry  investors,  including  financial  intermediaries, 
should  be  permitted  to  own  in  the  aggregate  up  to  49  percent  of 
the  voting  rights  in,  and  49  percent  of  the  participating  securities 
of,  a  securities  firm  registered  in  the  Province  of  Ontario,  provid¬ 
ed  that  no  single  non-industry  investor,  including  related  persons 
and  companies,  should  be  permitted  to  hold  more  than  20  percent 
of  either  the  voting  rights  or  participating  securities. 
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b)  If  any  single  non-industry  investor,  including  related  persons 
and  companies,  owns  more  than  ten  percent  of  either  the  voting 
rights  in,  or  the  participating  securities  of,  an  Ontario  securities 
firm,  then  industry  investors  who  hold  at  least  51  percent  of  the 
participating  securities  and  at  least  51  percent  of  the  voting  rights 
in  that  securities  firm  must  exercise  their  voting  rights  as  a  single 
investor. 

c)  For  so  long  as  the  existing  10/25  foreign  ownership  standard 
is  in  place,  any  voting  rights  or  participating  securities  held  by 
a  non-industry  investor  which  is  also  a  non-resident  should  be 
characterized  as  voting  rights  or  participating  securities  held  by 
both  a  non-resident  and  a  non-industry  investor. 

3.  Prohibition  Ajfecting  Underwriting  by  Securities  Firms 

A  securities  firm  should  be  prohibited  absolutely  from  under¬ 
writing,  whether  as  principal  or  agent,  any  securities  of  a  non¬ 
industry  investor  or  any  member  of  a  group  of  related  non-industry 
investors  that  hold  more  than  ten  percent  of  either  the  voting  rights 
in,  or  participating  securities  of,  that  securities  firm  and  from 
underwriting  any  securities  of  a  person  or  company  related  to  that 
non-industry  investor  or  any  member  of  that  group  of  related  non¬ 
industry  investors. 

4.  Restrictions  on  Directors  Representing  Ownership 
Interests  of  Financial  Intermediaries 

Any  directors  representing  the  ownership  interest  of  a  financial 
intermediary  in  an  Ontario  securities  firm  should  be  required  to 
absent  themselves  when  any  matter  in  which  the  financial  in¬ 
termediary  that  they  represent  has  an  interest  is  being  discussed 
or  voted  upon  by  directors. 

The  Exempt  Market 

5.  The  Exempt  Market  and  Information  Required  from  Exempt 
Market  Participants 

The  current  exemptions  from  the  prospectus  and  dealer  registra¬ 
tion  requirements  of  the  Securities  Act  should  be  maintained,  but 
any  participant  in  the  exempt  market  acting  as  agent  or  underwriter 
for  an  issuer  should  be  required  to  provide  annually  the  following 
information; 

(i)  capitalization; 

(ii)  the  name  of  each  person  or  company  which  is  a  holder  of 
ten  percent  or  more  of  any  class  of  its  shares  and  the  residen¬ 
cy  and  citizenship  or  jurisdiction  of  incorporation  of  each 
such  holder; 
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(iii)  a  statement  whether  non-residents,  either  individually  or  in 
the  aggregate,  own  25  percent  or  more  of  any  class  of  its 
shares; 

(iv)  a  statement  as  to  the  nature  and  source  of  any  other  financ¬ 
ing  used  by  it; 

(v)  a  description  of  the  types  of  activities  in  which  it  and  its  af¬ 
filiates  regularly  are  engaged; 

(vi)  a  listing  of  the  exempt  transactions,  and  their  dollar  value, 
in  which  it  has  engaged  during  the  past  year; 

(vii)  a  description  of  its  directors  and  senior  managers,  their 
citizenship,  their  residency  and  their  experience  in  financial 
or  market  intermediation. 

6.  Reporting  of  Information  on  Exempt  Market  Participants 

The  Ontario  Securities  Commission  should  submit  annually  to 
the  Government  of  Ontario  a  report  setting  out  the  information  it 
has  collected  from  exempt  market  participants. 

7.  Limitation  on  the  Scope  of  the  Exempt  Market 

The  Government  of  Ontario  should  direct  that  any  transaction 
in  which  an  exempt  market  participant  acts  as  agent  or  underwriter 
shall  lose  its  exempt  character  if  the  issuer  is  related  to  the  exempt 
market  participant. 

8.  The  Gordon  Capital  Corporation  Proposal  for 
Participation  in  the  Exempt  Market  with  a  Eoreign  Partner 

The  Ontario  Securities  Commission  should  refrain  from  deal¬ 
ing  with  any  applications,  such  as  the  Gordon  Capital  Corpora¬ 
tion  proposal  to  engage  in  exempt  market  activities  in  conjunction 
with  a  foreign  resident,  which  would  reflect  a  change  in  policy 
towards  foreign  participation  in  the  Ontario  securities  industry  until 
the  Government  of  Ontario  has  provided  specific  policy  direction. 
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Financial  Institutions;  Their  Role,  Products  and  Solvency 

Financial  Institutions:  Their  Role 

The  role  of  financial  institutions  is  to  facilitate  the  flow  of  funds  from  savers  to  the  users 
of  such  savings,  either  in  the  form  of  debt  or  equity  instruments.  These  intermediaries  all  perform 
the  essential  function  of  allocating  Canadian  savings  for  productive  purposes.  This  all-important  function 
must  be  carried  out  in  the  most  efficient  manner  possible  without  compromising  the  solvency  of  these 
financial  institutions  if  the  capital  market  is  to  operate  efficiently.  The  capital  market  is  a  complex 
instrument  whose  constituent  parts  are  intertwined,  both  domestically  and  internationally.  Mismanage¬ 
ment  of  any  one  major  part  may  have  serious  effects  on  the  whole  system  and  so  on  the  national 
economy.  Thus,  financial  institutions  play  an  essential  role  in  the  national  economy  which  must  be 
exercised  in  a  manner  consistent  with  the  national  interest.  Accordingly,  both  in  Canada  and  abroad, 
the  state,  in  light  of  its  vital  interest  in  an  efficient  capital  market,  has  subjected  the  activities  of 
financial  institutions  to  a  significant  degree  of  regulation  designed  to  ensure  the  effective  working 
of  the  system. 

Ontario  has  a  great  stake  in  the  financial  industry  as  it  provides  substantial  opportunities 
for  growth  within  the  province  and  is  currently  a  very  important  source  of  employment.  As  indicated 
in  our  Interim  Report,' 198,000  of  the  454,000  Canadians  employed  in  this  industry  are  located  in 
Ontario.  Deposit-taking  institutions,  namely  banks,  trust  companies  and  credit  unions,  employ  90,000 
people  in  Ontario.  Insurance  carriers  employ  a  further  44,600  directly,  while  some  25,000  are  employed 
as  independent  insurance  agents  and  brokers.  Over  8,000  people  are  employed  in  the  securities 
brokerage  and  underwriting  industry.  Since  many  of  these  actors  have  had  substantial  success  in  com¬ 
peting  throughout  the  world,  the  financial  industry  does  provide  opportunities  for  further  growth 
and,  accordingly,  Ontario  has  a  vital  interest  in  its  health. 

An  important  feature  of  the  Canadian  financial  system  has  been  the  segregation  of  the  market 
and  financial  intermediation  functions  within  capital  markets.  The  Canadian  system  shares  this  feature 
with  the  American  and  British  financial  systems  where  market  intermediaries  have  acted  to  “facilitate 
the  change  in  ownership  of  financial  claims’’.^  Thus,  the  public  transfers  monies  to  the  market  in¬ 
termediary,  generally  an  investment  dealer  or  stockbroker,  for  the  purchase  of  the  debt  or  equity 
of  another  corporate  entity.  In  doing  so,  the  purchaser  accepts  an  element  of  market  risk  which  is 
significantly  greater  than  the  public  is  prepared  to  assume  when  it  entrusts  its  savings  to  a  financial 
intermediary  such  as  a  bank,  trust  company  or  insurance  company.  The  market  intermediation  systems 
of  Canada  and  the  United  States  have  been  characterized  by  a  large  degree  of  public  participation 
not  found  to  the  same  extent  in  systems  in  which  market  and  financial  intermediation  are  highly 
integrated. 

A  recent  study  comparing  the  capital  markets  of  the  United  States,  Canada,  Japan,  Ger¬ 
many,  the  Netherlands,  France  and  Venezuela  concluded  that  in  Japan,  the  United  States  and  Canada, 
where  there  has  been  an  enforced  separation  of  bank  and  securities  market  operations,  the  securities 
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markets  were  deeper  and  more  developed.  These  countries  had  the  highest  ratios  of  securities  ag¬ 
gregates  to  gross  national  product  (GNP).  In  particular,  it  was  noted  that  the  Canadian 
securities  market  is  very  deep;  the  ratio  of  total  securities  to  GNP  was  second  only  to  that  of  the 
United  States  and  both  the  bond  and  share  markets  were  very  large.  The  study  found  that  European 
countries  with  universal  banking  systems  have  much  shallower  securities  markets.^ 

Unlike  market  intermediaries,  financial  intermediaries,  such  as  banks,  trust  companies,  credit 
unions  and  insurance  companies,  take  the  savings  of  their  customers  and  issue  claims  upon  themselves. 
The  funds  so  generated  are  then  employed  by  such  institutions  to  finance  in  one  way  or  another  the 
business  and  personal  financial  needs  of  others. 

The  Canadian  economy  has  also  been  characterized  by  a  distinction  between  the  financial 
sector  and  what  is  sometimes  called  the  ‘real’  sector,  i.e.,  commercial  and  industrial  operations. 
This  distinction  has  been  maintained  by  legislative  and  regulatory  requirements  which  have  prevented, 
in  large  part,  the  intermingling  of  financial  businesses  with  other  commercial  and  industrial  opera¬ 
tions.  One  consequence  of  this  distinction  has  been  that  the  users  of  savings  have  been  required, 
by  and  large,  to  obtain  funds  either  from  financial  intermediaries  or  through  using  the  services  of 
market  intermediaries,  rather  than  by  approaching  the  public  directly.  Accordingly,  they  have  been 
required  to  satisfy  these  intermediaries  of  the  soundness  of  their  plans  for  the  use  of  such  funds, 
a  practice  which  has  injected  a  salutary  discipline  into  the  system. 

Recently,  control  of  a  significant  number  of  financial  institutions  has  been  acquired  by  in¬ 
terests  that  also  control  substantial  industrial  and  commercial  undertakings.  This  development  has 
created  more  problems  for  the  efficient  operation  of  capital  markets  as,  in  such  circumstances,  reliance 
cannot  be  always  placed  on  the  self-interest  of  those  in  control  of  such  financial  institutions  to  allocate 
credit  and  investment  in  the  most  prudent  manner.  Instead,  the  risk  for  the  system  is  that  the  discipline 
which  is  characteristic  of  a  separation  between  the  real  and  the  financial  sectors  may  be  lost. 

A  striking  characteristic  of  deposit-taking  institutions  is  that  the  funds  supplied  by  shareholders 
represent  a  miniscule  part  of  their  capital.  Such  institutions  tend  to  have  very  high  leverage  ratios, 
frequently  in  excess  of  20:1,  as  evidenced  by  Table  1.  Deposit-taking  institutions  can  operate  quite 
safely,  as  the  Canadian  experience  demonstrates,  with  such  a  relatively  small  amount  of  their  total 
capitalization  represented  by  equity,  but  the  margin  for  error  is  relatively  small.  Their  assets  cannot 
be  readily  realized,  but  a  large  proportion  of  their  liabilities  consist  of  claims  payable  on  demand 
or  within  a  very  short  period.  Thus,  the  viability  of  such  institutions  can  be  easily  destroyed  by  a 
loss  of  confidence  by  their  depositors,  leading  to  a  run  on  deposits,  or  equally  by  significant  losses 
impairing  the  relatively  small  equity  component  of  their  capitalization. 

The  ability  to  operate  with  such  extensive  leverage  creates  a  great  temptation  to  engage  in 
excessive  risk  taking.  If,  by  taking  high  risks,  a  financial  institution  earns  extraordinary  returns,  the 
shareholders  will  reap  extraordinary  profits.  However,  if  these  extraordinary  risks  result  in  extraor¬ 
dinary  losses,  the  potential  losses  of  deposit  holders  will  vastly  exceed  the  losses  of  the  shareholders. 
When  the  deposit  holder  is  freed  from  risk,  either  by  deposit  insurance  or  by  government  action, 
the  deposit  holder  is  not  required  to  place  much  value  on  the  prudence  with  which  a  financial  institu¬ 
tion  manages  its  affairs.  The  result  has  been  that  in  some  cases  deposit-taking  institutions  have  been 
free  to  assume  extraordinary  risks  without  the  discipline  which  lenders  or  depositors  concerned  for 
the  security  of  their  funds  would  normally  impose.  Moreover,  in  a  closely-held  institution,  as  noted 
by  Professor  James  Pesando,  the  risk-taking  incentive  of  a  dominant  shareholder  will  not  only  be 
unchecked  by  depositors'  interests,  but  is  unlikely  to  be  checked  by  the  influence  of  other  equity 
holders,  whose  interests  are  frequently  represented  solely  by  directors  selected  by  the  dominant 
shareholder  or  by  the  managers  whose  careers  the  dominant  shareholder  controls.^  In  such  cir¬ 
cumstances,  credit  is  truly  without  a  guardian.  Obviously,  the  existence  of  the  power  to  use  leverage 
so  extensively  calls  for  very  prudent  management  and  for  close  supervision  by  the  regulatory  authorities, 
having  regard  to  the  public  interest  in  the  solvency  of  such  institutions. 

The  Canadian  financial  community  consists  of  a  very  large  number  of  institutions  which 
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Table  1:  Leverage  Ratios  —  Canadian  Deposit-Taking  Institutions 


Federal 

Provincial 

1.  Banks 

(Actual  ratios  are  being  set  on  a 
bank-by-bank  basis.  The  follow¬ 
ing  are  guidelines.) 

—  large,  well  diversified 
banks 

total  assets  to  total  capital: 
maximum  of  30X. 

N/A 

—  small  banks 

total  assets  to  total 
capital:  maximum  of  20X. 

N/A 

—  Schedule  “B”  banks 

domestic  assets  to  authorized 
capital:  maximum  of  20X; 
total  assets  to  total  capital:  max¬ 
imum  of  20X  for  first  three 
years  of  operation;  after  three 
years  of  operation  and  if  primary 
capital  is  beyond  $15  million, 
maximum  of  25X. 

N/A 

2.  Credit  Unions  and 

Caisses  Populaires 

borrowings,  deposits  and 
guaranteed  funds  to  excess  of 
assets  over  liabilities:  maximum 
of  lOX  (Minister  of  Finance  may 
increase  ratio  to  maximum  of 
20X).^ 

assets  to  surplus  and 
capital:  maximum  of  20X. 

3.  Trust  Companies 

deposits  and  borrowings  to 
excess  of  assets  over 
liabilities:  maximum  of 

12'/2X  (Minister  of  Finance 
may  increase  ratio  beyond 

12 ‘AX,  but  standards  pres¬ 
cribed  by  regulations  must  be 
met  to  exceed  20X). 

L.T.C.A.^ 

deposits  and  borrowings 
to  excess  of  assets  over 
liabilities:  maximum  of 

12 'AX,  but  standards 
prescribed  by  regulations 
must  be  met  to  exceed 
20X.^'  ^ 

Consultation  Draft^ 

deposits  and  borrowings  to 
capital  base:  maximum  of 
lOX  (Superintendent  may 
increase  ratio  up  to 
maximum  of  25X). 

4.  Loan  Companies 

deposits  and  borrowings  to 
excess  of  assets  over 

liabilities:  maximum  of 

4X  (Minister  of  Finance  may 
increase  ratio  beyond  4X,  but 
standards  prescribed  by 
regulations  must  be  met  to 
exceed  20X).* 

deposits  and  borrowings 
to  excess  of  assets  over 

liabilities:  maximum  of 

4X  (Cabinet  may  increase 
ratio  beyond  4X,  but 
standards  prescribed  by 
regulations  must  be  met  to 
exceed  20X).^'  ^ 

deposits  and  borrowings  to 
capital  base:  maximum  of 
lOX  (Superintendent  may 
increase  ratio  up  to  maximum 
of  25X).^ 

1 .  Bank  Act,  S.C.  1980-81-82-83,  c.  40,  s.  2;  “Definition  of  Capital  for  the  Purposes  of  Measuring  the  Capital  Adequacy  of  Canadian  Banks”, 
Guideline  from  the  Office  of  the  Inspector  General  of  Banks.  March  3,  1983;  “Supplement  to  Definition  of  Capital  for  Purposes  of  Measur¬ 
ing  the  Capital  Adequacy  of  Canadian  Banks”,  Guideline  from  the  Office  of  the  Inspector  General  of  Banks,  July  15,  1983. 

2.  Cooperative  Credit  Associations  Act,  R.S.C.  1970,  c.  C-29  as  amended. 

3.  Credit  Unions  and  Caisses  Populaires  Act,  R.S.O.  1980,  c.  102  as  amended. 

4.  Trust  Companies  Act,  R.S.C.  1970,  c.  T-16  as  amended; 

Financial  Standards  (Trust  Companies)  Regulations,  CRC,  Vol.  XVIII,  c.  1567,  p.  13873  as  amended. 

5.  Loan  and  Trust  Corporations  Act,  R.S.O.  1980,  c.  249  as  amended. 

6.  Regulation  591  under  the  Loan  and  Trust  Coiporations  Act,  R.R.O.  1980,  p.  641,  as  amended. 

7.  Tie  Loan  and  Trust  Corporations  Act,  a  draft  for  consultation  (Toronto:  Ministry  of  Consumer  and  Commercial  Relations,  June  1985). 

8.  Loan  Companies  Act,  R.S.C.  1970,  c.  L-12  as  amended; 

Financial  Standards  (Loan  Companies)  Regulations,  CRC,  Vol.  IX,  c.  1028,  p.  7997  as  amended. 

9.  Regulation  590  under  the  Loan  and  Trust  Coiporations  Act.  R.R.O.  1980,  p.  637  as  amended. 
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are  competing  to  provide  financial  services.  They  range  from  relatively  small  participants  to  par¬ 
ticipants  relatively  large  by  world  standards  and,  in  many  cases,  having  extensive  operations  outside 
Canada.  What  is  fundamental  to  competition  in  the  financial  community  is  that  it  takes  place  in  distinct 
markets  for  different  financial  services,  for  example,  the  markets  for  retail  deposits,  mortgages  and 
short-term  debt  investments.  Whether  one  considers  the  banking  industry,  the  trust  and  loan  industry, 
the  credit  union  industry,  the  insurance  industry  or  the  securities  industry,  the  number  of  competitors 
seeking  business  in  these  various  markets  is  large.  Indeed,  there  are  likely  more  alternatives  open 
to  Ontario  customers  in  the  financial  services  field  than  is  the  case  for  most  of  the  other  services 
or  commodities  that  a  consumer  needs. 

Financial  Institutions:  Their  Products 

As  we  noted  in  our  Interim  Report,  the  business  of  Canadian  institutions  is  not  divided  into 
four  separate  sectors  as  the  ‘four  pillar’  term  would  indicate.  Rather,  financial  institutions  compete 
aggressively  across  the  boundaries  implicit  in  a  four-pillar  system  seeking  the  business  of  the  same 
customers  by  providing  the  same  or  very  similar  services.  In  our  Interim  Report  we  included  a  chart 
prepared  by  the  law  firm  of  Campbell,  Godfrey  &  Lewtas  ^  identifying  the  range  of  financial  pro¬ 
ducts  and  services  offered  by  financial  institutions.  That  chart  clearly  illustrated  that  a  very  high 
degree  of  overlap  does  exist  between  the  functions  performed  and  products  offered  by  financial  and 
market  intermediaries. 

Our  subsequent  examination  of  the  legal  constraints  upon  each  of  the  regulated  sectors  of 
the  financial  services  industry  with  regard  to  product  and  service  offerings  and  the  actual  products 
and  services  currently  offered  yielded  two  central  findings.  First,  the  statutory  powers  extended  to 
each  sector  are  wide,  broadly  drafted  and  permit  a  great  deal  of  flexibility  in  the  offering  of  products 
and  services.  Second,  the  substantial  amount  of  overlap  in  the  actual  products  and  services  offered 
by  these  institutions,  demonstrated  in  the  Campbell,  Godfrey  and  Lewtas  chart,  has  been  confirmed 
and  indeed  may  be  accelerating  with  the  rapid  introduction  of  new  product  and  service  innovations. 

The  picture  which  emerges  from  such  an  analysis  is  that  of  a  financial  services  industry 
not  organized  into  discrete  sectors  in  which  institutions  perform  and  are  required  by  legislation  to 
perform  only  their  core  function,  but  rather  an  industry  organized  into  discrete  markets  for  specific 
financial  products  or  services  offered  by  a  wide  range  of  financial  institutions.  There  are,  of  course, 
legislative  limitations  on  what  each  of  the  major  components  of  the  financial  industry  may  do,  but 
these  limitations  clearly  do  not  prohibit  the  wide  degree  of  overlap  within  non-core  activities  which 
does  exists.  Nevertheless,  the  limitations  have  protected  a  core  function  which  distinguishes  each 
of  the  sectors,  namely  the  banking  (commercial  lending),  trust  and  loan  (trust  and  estate  services), 
insurance  (insurance  underwriting),  and  securities  (underwriting  and  full  service  brokerage)  sectors, 
from  one  another.  Financial  institutions  have  engaged  in  activities  beyond  their  core  functions  in 
essentially  two  ways: 

1 .  Governments  have  facilitated  the  expansion  of  the  activities  of  financial  institutions 
beyond  their  core  functions  through  direct  legislative  change.  Thus,  revisions  to  the  Bank 
Act  permitted  banks  to  engage  in  residential  mortgage  lending  which  had  the  result  of 
significantly  increasing  the  competition  in  that  business.  Credit  unions  were  authorized 
to  purchase  and  sell  mortgages  made  under  the  National  Housing  Act.  Measures  designed 
to  encourage  savings,  such  as  the  tax  changes  relating  to  registered  retirement  savings 
plans  and  registered  home  ownership  savings  plans,  permitted  a  wide  range  of  institutions 
to  compete  for  the  savings  of  Canadians.  These  are  but  a  few  examples  of  legislative  and 
regulatory  change  permitting  financial  institutions  to  engage  in  businesses  which  could 
not  be  considered  to  be  part  of  their  core  functions. 
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2.  Financial  institutions  have  been  able  to  provide  financial  services  which  do  not  fall 
within  their  core  function  because  of  the  broadly  defined  legislative  powers  which  such 
institutions  have  and  their  ingenuity  in  using  these  powers  to  enlarge  the  scope  of  their 
activities.  Thus,  trust  companies  over  many  years  have  so  expanded  their  business  that 
in  the  field  of  deposit  taking  it  is  frequently  difficult  to  distinguish  between  iheir  activities 
and  those  of  banks.  Life  insurance  companies  have  designed  products  which  are  intended 
to  be  competitive  with  the  savings  instruments  issued  by  banks  and  trust  companies. 
Securities  firms,  although  restricted  from  carrying  on  the  business  of  a  bank,  an  insurance 
company,  a  trust  company  or  a  loan  company,  have  developed  plans  which  are  competitive 
with  the  services  provided  by  deposit-taking  institutions.  One  bank  has  recently  ventured 
into  the  brokerage  field  with  the  establishment  of  a  discount  brokerage  service.  Many  more 
examples  could  be  given  of  instances  where  participants  have  expanded  their  services  beyond 
what  was  originally  thought  to  be  their  core  function. 

This  expansion  of  activities  beyond  the  core  functions  has,  in  many  cases,  been  a  useful 
development  enlarging  the  competition  among  financial  institutions  for  the  benefit  of  the  public. 
However,  the  diversification  of  financial  institutions  into  an  ever-expanding  range  of  markets  has 
posed  particular  problems  for  regulators  and  policy-makers  who  historically  have  monitored  these 
intermediaries  for  liquidity  and  soundness  on  the  basis  of  their  core  functions.  Obviously,  the  con¬ 
siderations  applicable  to  the  monitoring  of  a  deposit-taking  business  differ  substantially  from  what 
would  be  appropriate  for  an  insurance  business.  Again,  the  offering  by  securities  firms  of  services 
which  are  comparable  to  those  of  deposit-taking  institutions  presents  new  and  very  different  pro¬ 
blems  for  securities  regulators.  If  for  no  other  reason  than  the  public’s  expectations  as  to  the  degree 
of  risk  acceptable,  these  developments  generate  a  clear  need  for  a  policy-making  and  regulatory  system 
which  acknowledges  the  problems  inherent  in  these  diversifications  of  functions  and  which  responds 
effectively  to  them. 


Financial  Institutions:  Their  Solvency 

Given  the  important  role  financial  institutions  play  in  the  capital  market  and  the  public’s 
expectations  as  to  the  security  of  the  funds  entrusted  to  them,  it  is  essential  that  the  solvency  of  the 
system  be  maintained  and  that  failures  be  kept  to  a  minimum.  As  incidents  of  insolvency  have  risen 
dramatically,  both  at  home  and  abroad,  the  concerns  for  the  stability  of  the  financial  system  have 
increased.  It  is  clear  that  the  public  interest  demands  that  every  reasonable  step  be  taken  to  isolate 
the  causes  of  insolvencies  and  to  prevent  their  recurrence.  However,  it  would  be  a  mistake  in  any 
such  appraisal  to  assume  that  because  failures  have  largely  occurred  in  certain  types  of  institutions, 
other  institutions  are  immune  from  failure.  The  experience  throughout  the  world  demonstrates  that 
no  financial  business  is  immune  from  failure.  Moreover,  it  should  not  be  assumed  that  our  recent 
history,  both  in  Canada  and  abroad,  offers  any  sure  guide  for  the  future  since  the  roles  of  financial 
institutions  are  rapidly  changing,  resulting  in  the  assumption  of  different  risks.  Nevertheless,  we 
believe  that  such  an  examination  is  useful  as  there  are  some  lessons  to  be  learned  from  recent  ex¬ 
perience  and  to  be  applied  in  determining  appropriate  legislative  and  regulatory  changes. 

Any  examination  of  the  recent  failures  should  commence  with  a  recognition  that,  despite 
such  failures,  the  Canadian  financial  system  is  a  very  strong  one  and  that  Canada  does  have  a  very 
well-developed  capital  market.  The  concern  must  be  to  maintain  and  enhance  this  strength  given 
the  importance  of  the  capital  market  to  our  national  economy.  Not  all  the  factors  isolated  by  the 
Task  Force  as  to  the  cause  of  financial  institutional  failure  apply  to  all  of  the  participants  in  the  system. 
Nevertheless,  it  does  appear,  from  an  examination  of  recent  American  and  Canadian  experience  in- 
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volving  both  deposit-taking  and  non-deposit-taking  institutions,  that  there  are  a  number  of  causes 
which  are  common  and  may  therefore  be  viewed  as  warning  signals  of  impending  difficulty.  In  most 
cases  no  one  cause  may  be  isolated  as  the  reason  for  a  failure  but,  rather,  a  number  of  factors  have 
worked  together  to  bring  about  an  eventual  insolvency. 

Our  ability  to  quantify  the  causes  of  insolvency  is  extremely  limited  given  the  difficulty  in 
isolating  the  contribution  made  by  different  factors,  the  lack  of  consistent  or  complete  data  bases 
and  the  confidential  nature  of  the  analyses  provided  to  us  by  some  Canadian  regulators.  Nonetheless, 
we  are  able  to  identify  a  number  of  recurring  factors  which  have  led  to  insolvency,  namely, 

(i)  incidents  of  self-dealing, 

(ii)  lack  of  diversification, 

(iii)  managerial  weakness,  and 

(iv)  new  entrants. 

Incidents  of  Self-Dealing 

In  a  substantial  number  of  Canadian  and  American  insolvencies,  self-dealing  was  identified 
as  a  central  cause  of  failure.  David  Slater  of  the  Economic  Council  of  Canada  has  suggested  that 
one-half  of  the  28  severe  difficulties  or  failures  of  Canadian  financial  institutions  since  1980  has  been 
due  to  “fraud  and  self-dealing  by  the  owners  of  the  companies  involved."^  Similarly,  data  compil¬ 
ed  by  the  United  States  House  Subcommittee  on  Commerce,  Consumer  and  Monetary  Affairs  (U.S. 
Congress.  1983  and  1984)  on  investigations,  indictments,  guilty  pleas  and  convictions  associated 
with  recent  bank  failures  indicate  that  in  60  percent  (and  perhaps  as  many  as  69  percent)  of  these 
failures,  there  was  actual  or  probable  misconduct  by  officers,  directors  and  other  insiders. 

Self-dealing  has  been  a  pivotal  reason  for  insolvency  in  a  number  of  well-publicized  Cana¬ 
dian  failures.  Commissions  of  inquir>-  have  spent  countless  hours  and  many  taxpayers'  dollars  documen¬ 
ting  fraud,  malfeasance  and  insider  abuses.  The  major  inquiry  by  Mr.  Justice  Samuel  H.S.  Hughes 
into  the  failures  of  the  Atlantic  Acceptance  Corporation,  the  British  Mortgage  and  Trust  Company 
and  other  companies  documented  a  web  of  transactions  involving  companies  with  common  owner- 
ship  ties  and  made  many  recommendations  designed  to  prevent  such  abuses.  Unfortunately,  the 
^  lessons  to  be  taken  from  that  inquiry  had  only  a  very  limited  effect.  Self-dealing  has  continued  to 
be  a  major,  if  not  the  primary,  factor  in  many  recent  failures  in  the  Canadian  financial  system. 
Moreover,  incidents  of  self-dealing  sometimes  coincided  with  significant  change  in  a  controlling  owner¬ 
ship  interest. 

Lack  of  Diversification 

The  lack  of  portfolio  diversification  by  type  of  instrument,  region  and  business  sector  has 
been  a  common  factor  in  the  failures  of  financial  institutions,  both  in  the  United  States  and  Canada. 
Academic  analyses  of  U.S.  data  suggest  that  over  60  percent  of  U.S.  commercial  bank  failures  since 
January  1982  are  associated  with  specific  industrial  sector  declines,  namely  energy,  forest  products, 
real  estate  and  agriculture.’’  A  number  of  well-publicized  American  failures,  such  as  Penn  Square. 
Abilene  National,  First  of  Midland  and  the  run  on  Continental  Illinois,  can  be  traced  to  rapid  loan 
growth  achieved  by  excessive  loan  concentration  in  particular  industries  or  regions  suffering  an 
economic  malaise.'”  The  Standing  Committee  of  the  House  of  Commons  on  Finance,  Trade  and 
Economic  Affairs  attributed  the  recent  failure  of  the  Canadian  Commercial  Bank  to  an  over¬ 
concentration  of  loans  in  a  few  sectors  such  as  energy  and  real  estate  which  made  the  bank  more 
vulnerable  to  downturns."  Both  federal  and  provincial  regulators  have  suggested  to  us  that  this  lack 
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of  diversification  is  as  prevalent  a  factor  in  the  failure  of  a  number  of  non-banking  institutions,  in¬ 
cluding  trust  companies,  credit  unions  and  indeed  non-deposit-taking  institutions,  such  as  insurance 
companies. 

A  lack  of  diversification  of  liabilities  can  be  as  dangerous  as  a  lack  of  diversification  of 
assets.  Thus,  failures  of  deposit-taking  institutions  often  have  featured  an  over-reliance  on  wholesale 
deposits,  as  opposed  to  retail  deposits  which  are  obtained  at  lower  cost  than  wholesale  deposits  and 
are  relatively  more  stable.  Wholesale  deposits  tend  to  be  much  more  volatile  than  retail  deposits  and 
their  withdrawal,  despite  assurances  of  central  bank  support  for  the  institutions  involved,  can  be  a 
major  factor  in  an  insolvency.  In  a  series  of  instances,  wholesale  depositors  have  demonstrated  that 
they  will  quickly  abandon  any  deposit-taking  institution  if  any  doubt  of  its  solvency  arises,  setting 
in  train  events  which  can  easily  cause  it  to  fail. 

Managerial  Weakness 

The  quality  of  management  has  been  a  significant  contributing  factor  to  the  insolvency  of 
many  Canadian  and  American  financial  institutions.  Such  institutions  have  suffered  significant  losses 
because  of  the  failure  of  management  to  match  assets  and  liabilities,  to  assess  lending  risks  properly, 
to  respond  quickly  to  easily  identifiable  warnings  of  impending  loss,  to  diversify  assets,  to  establish 
adequate  internal  control  and  early  warning  systems  and  to  adopt  a  large  number  of  other  manage¬ 
ment  practices  which  are  characteristic  of  prudently  managed  financial  institutions.  Regrettably,  the 
management  of  some  financial  institutions  has  not  demonstrated  the  strength  of  character  required 
to  prevent  the  excesses  of  self-dealing  with  the  result  that  such  institutions  have  failed.  It  is  very 
clear  from  the  examination  of  the  failures  which  have  occurred  that  risks  involved  in  the  financial 
business  require  a  skilled  and  vigilant  management  and  that  every  effort  must  be  made  to  be  sure 
that  our  financial  institutions  are  prudently  and  effectively  managed. 


New  Entrants 

Both  the  Canadian  and  American  experience  suggests  that  the  recent  increases  in  the  failure 
rate  of  financial  institutions  may  be  explained  at  least  partially  by  the  significant  increase  in  the  number 
of  new  industry  entrants  which  has  occurred  in  both  countries.  For  example,  a  recent  U.S.  study 
demonstrates  that  newer  U.S.  banks  tend  to  have  higher  failure  rates  than  established  banks.  *  An 
analysis  of  recent  Canadian  failures  also  shows  that  a  number  of  the  failing  companies  were  relative¬ 
ly  new.  In  many  instances  it  was  not  newness,  per  se,  which  was  a  causal  factor  in  their  insolvency 
but  rather  a  combination  of  inadequate  capitalization,  lack  of  diversification  and  inadequate  management. 


Conclusion 

Our  analysis  of  the  role,  products  and  solvency  of  financial  institutions  has  raised  a  number 
of  concerns  and  led  to  a  number  of  conclusions  which  are  fundamental  to  our  recommendations: 

1 .  Market  and  financial  intermediaries  serve  fundamentally  different  needs  and  the  separa¬ 
tion  of  their  functions  has  had  a  positive  effect  on  the  Canadian  capital  market. 

2.  The  separation  of  the  financial  sector  and  the  real  sector  has  provided  a  very  useful 
discipline  for  the  capital  market  and  should  not  be  eroded  further. 
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3.  The  very  high  leverage  that  may  be  employed  by  deposit-taking  institutions  can  cause 
the  shareholders  of  such  institutions  to  favour  excessive  risk  taking  which  can  lead  to  ex¬ 
traordinary  gains  for  shareholders  but  also  can  lead  to  insolvency. 

4.  Deposit  insurance  schemes  and  the  actions  of  governments  in  compensating  depositors 
for  all  losses  have  freed  institutions  from  the  disciplines  that  vigilant  and  prudent  depositors 
would  ordinarily  impose  and,  consequently,  have  created  a  climate  in  which  deposit-taking 
institutions  are  relatively  free  to  assume  extraordinary  and  excessive  risks. 

5.  In  such  circumstances  dominant  shareholders  can  direct  the  financial  institutions  they 
control  to  assume  excessive  risks,  relatively  unconstrained  by  the  influence  of  depositors, 
managers  or  other  shareholders. 

6.  The  financial  services  industry  is  highly  competitive,  in  terms  of  both  the  number  and 
diversity  of  participants  who  compete  to  supply  the  needs  of  financial  consumers  in  a  series 
of  discrete  product  markets. 

7.  Entry  into  these  discrete  product  markets  by  already  established  financial  institutions 
expanding  their  activities  beyond  their  core  functions  has  provided  very  effective  com¬ 
petition;  entry  into  these  markets  by  new  financial  institutions  has  been  a  less  effective 
source  of  competition  to  the  extent  that  such  institutions  have  come  into  being  with  less 
than  adequate  expertise  and  capitalization. 

8.  This  expansion  of  activities  beyond  the  core  function  of  the  participants  in  the  finan¬ 
cial  services  industry  has  created  new  problems  for  regulators  and  policy-makers  which 
require  a  clear  recognition  that,  as  the  functions  of  financial  institutions  change,  the  system 
of  regulation  and  supervision  must  also  change. 

9.  Although  the  causes  of  insolvency  are  numerous,  self-dealing,  the  lack  of  diversifica¬ 
tion  of  assets  and  liabilities,  managerial  weakness  and  the  influx  of  new  entrants  without 
adequate  plans,  management  or  capital  have  been  major  contributors  to  the  increased  number 
of  failures  of  financial  institutions. 

10.  The  public  interest  in  an  effective  capital  market  and  the  public’s  expectations  as  to 
that  market  require  the  maintenance  of  an  effective  regulatory  system  capable  of  rapid 
adjustment  to  the  ever-changing  risks  being  assumed  by  financial  institutions. 
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The  Organization  of  Government  Resources 
and  Responsibilities 

The  preceding  chapter  suggests  that  the  Canadian  financial  services  industry  is  long  past 
the  time  when  it  could  accurately  be  described  as  a  ‘four-pillar’  system.  The  fact  is  that  industry 
participants  have  come  to  offer  an  ever-growing  variety  of  products  that  bring  these  institutions  into 
direct  competition  with  one  another  in  markets  removed  from  their  historical  core  functions.  Policy 
development,  legislation  and  regulation  which  ignore  this  trend  will  necessarily  suffer  from  com¬ 
partmentalized  information,  inadequate  expertise  and  consequent  misunderstandings.  The  resulting 
duplication  and  inefficiency  can  prejudice  both  the  solvency  and  the  efficiency  of  the  financial  system. 

The  implications  for  the  federal  government,  for  provincial  governments  and  for  federal- 
provincial  relations  are  serious.  As  an  Ontario  task  force  we  address  in  this  chapter  the  key  organiza¬ 
tional  and  resource  implications  for  the  Government  of  Ontario,  with  due  regard  to  the  capacity  of 
that  government  to  engage  itself  effectively  in  the  process  of  federal-provincial  relations. 

Centralizing  the  Regulatory  and  Policy-Making  Functions 

Within  Ontario  at  present,  the  process  of  regulation  and  policy  development  is  being  con¬ 
ducted  in  many  instances  by  individual  ministry  branches,  agencies  or  commissions  which  have  respon¬ 
sibility  for  only  one  narrow  sector  of  the  financial  services  industry.  As  a  consequence,  little  regard 
is  paid  to  the  effect  which  isolated  regulatory  or  policy  decisions  regarding  any  one  sector  may  have 
on  any  other  aspect  of  the  industry  or  what  their  aggregate  effect  might  be  on  the  capital  markets 
generally. 

The  specific  responsibility  for  the  regulation  of  financial  institutions  incorporated  or  operating 
within  the  Province  of  Ontario  lies  within  the  Ministry  of  Consumer  and  Commercial  Relations 
(MCCR).  In  particular,  the  Financial  Institutions  Division  of  that  ministry  houses  the  regulatory  and 
supervisory  responsibility  for  a  number  but  not  all  of  the  financial  institutions  operating  in  Ontario. 
The  Superintendents  of  Insurance  and  Deposit  Institutions  report  through  the  Assistant  Deputy  Minister 
of  the  Financial  Institutions  Division.  Yet,  the  Chairmen  of  the  Ontario  Securities  Commission,  the 
Ontario  Share  and  Deposit  Insurance  Corporation  and  the  Pension  Commission  of  Ontario  report 
directly  to  the  Minister  and  have  no  formal,  or  indeed  informal,  reporting  relationship  with  this  divi¬ 
sion.  Similarly,  the  licensing  of  mortgage  brokers  is  domiciled  in  yet  another  division  of  the  ministry, 
the  Business  Practices  Division. 

The  policy  development  function  has  been  more  fragmented.  Policy  advice  generally  flows 
from  agencies,  outside  consultants  and  ad  hoc  committees  such  as  this  Task  Force.  In  the  crucial 
area  of  securities  regulation,  for  example,  the  ministry  has  not  played  a  significant  role  in  the  policy 
development  function.  Given  that  little  or  no  capacity  exists  within  MCCR  to  review  or  analyze 
securities  policy,  the  Ontario  Securities  Commission,  despite  a  mandate  only  to  administer  the  Securities 
Act,  has  been  the  effective  actor  in  developing  recommendations  for  legislative  change.  By  contrast, 
the  Pension  Commission  of  Ontario  has  responsibility  to  supervise  private  pension  plans  within  the 
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province  but  has  not  played  a  major  role  in  the  development  of  pensions  policy,  which  is  accomplished 
almost  entirely  by  the  Pension  and  Income  Support  Policy  Branch  of  the  Ministry  of  Treasury  and 
Economics. 

Most  importantly,  the  development  of  capital  markets  policy,  that  is  policy  relating  to  finance, 
debt  management  and  the  utilization  of  cash  resources  available  to  the  province,  is  done  through 
the  Office  of  the  Treasury,  Ministry  of  Treasury  and  Economics,  in  isolation  from  any  of  the  regulatory 
or  policy  development  functions  performed  by  MCCR  or  its  agencies.  Likewise,  a  macroeconomic 
perspective  on  the  financial  services  sector  issues  is  provided  by  the  Office  of  Economic  Policy, 
also  domiciled  within  Treasury.  Clearly,  changes  in  the  legislation  and  regulations  regarding  the  in¬ 
vestment  activities  of  loan  and  trust  companies,  pension  funds,  insurance  companies  and  credit  unions 
can  and  do  have  profound  effects  on  our  capital  markets.  Such  changes  should  be  the  product  of 
a  co-ordinated  policy  development  process,  in  which  all  regulators  play  a  part  and  in  which  the  Ministry 
of  Treasury  and  Economics  is  a  central  participant. 

These  currently  fragmented  approaches  to  the  implementation  and  development  of  policy 
for  the  financial  services  industry  have  become  ill-suited  to  a  context  where  the  industry  itself  has 
been  becoming  much  more  highly  integrated.  The  advent  of  financial  products  or  instruments  which 
are  deposit  equivalents,  for  example,  requires  a  governmental  response  that  bridges  the  gaps  among 
securities  regulators  who  must  supervise  cash  management  accounts,  trust  company  regulators  who 
must  supervise  normal  demand  deposit  accounts  and  insurance  regulators  who  must  supervise  an¬ 
nuities.  Similarly,  decisions  regarding  the  expansion  of  commercial  lending  powers  for  trust  or  in¬ 
surance  companies  may  have  implications  for  monetary  policy  generally .  A  policy-making  process 
which  involves  the  participation  of  regulators  of  similar  products  from  differing  institutions  together 
with  economists  having  an  understanding  of  monetary  policy  and  capital  markets  is  necessary  to  ad¬ 
vance  the  quality  of  deliberation  and,  ultimately,  of  regulation. 

The  overlapping  of  product  markets,  moreover,  extends  the  debate  to  jurisdictional  issues, 
as  institutions  of  varied  jurisdictions  of  incorporation  compete  in  the  same  markets  for  the  same  con¬ 
sumers.  Yet,  the  federal-provincial  consultation  so  necessary  to  effective  regulation  and  to  the  resolution 
of  policy  differences  can  be  rendered  more  difficult  when  there  are  organizational  asymmetries  among 
governments.  We  are  concerned  that,  with  respect  to  the  financial  sector,  the  organization  of  On¬ 
tario’s  policy  and  regulatory  resources  does  not  parallel  that  of  the  two  entities  most  significant  to 
its  intergovernmental  consultations,  the  Government  of  Canada  and  the  Government  of  Quebec.  In 
both  of  these  instances,  virtually  all  regulatory  and  policy  development  functions  pertaining  to  finan¬ 
cial  institutions  are  housed  within  their  Departments  of  Finance. 

In  view  of  the  desirability  of  symmetrical  decision  making  for  federal  and  provincial  negotia¬ 
tion  and  the  need  for  an  integrated  and  comprehensive  policy  towards  the  financial  services  industry, 
we  have  concluded  that  the  supervisory  and  policy  development  functions  of  the  Government  of  On¬ 
tario  should  be  centralized  in  one  ministry.  In  view  of  the  critical  relationship  between  regulator^' 
change  and  the  efficiency  of  our  capital  markets,  we  believe  that  the  responsibility  for  these  func¬ 
tions  should  be  reassigned  to  the  Ministry  of  Treasury  and  Economics,  for  inclusion  in  a  new  divi¬ 
sion  of  that  ministry  to  be  designated  the  Office  of  Financial  Institutions.  We  have  concluded  that 
Ontario  cannot  play  an  effective  role  in  the  regulation  and  development  of  the  capital  market  if  the 
present  fragmented  and  uncoordinated  approach  is  permitted  to  continue.  This  is  evidently  a  very 
unsatisfactory  situation,  having  regard  to  Ontario’s  vital  stake  in  the  capital  market  and  the  impor¬ 
tance  of  financial  institutions  to  the  Ontario  economy.  Our  view  as  to  this  issue  is  strengthened  by 
events  occurring  in  the  United  States.  The  Task  Force  has  in  the  past  year  examined  the  regulatory 
structure  of  U.S.  capital  markets  and  its  financial  instimtions.  Both  at  the  state  and  federal  level  there 
are  many  agencies  involved  with  the  result  that  both  policy  development  and  administration  lack  co¬ 
ordination  and  have  been  ineffective.  This  situation  is  widely  recognized  by  most  informed  observers 
to  be  entirely  unsatisfactory  in  today’s  climate,  whatever  may  have  been  said  for  it  when  financial 
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institutions  could  readily  be  divided  into  ‘four  pillars’.  Therefore,  we  believe  that  a  co-ordinated 
approach  to  the  regulation  of  financial  institutions  and  development  of  appropriate  policies  for  such 
regulation  is  inevitable  and  that  there  are  very  substantial  risks  in  delaying  the  necessary  changes 
to  our  present  system.  Accordingly,  we  recommend  that: 

1.  Formation  of  an  Office  of  Financial  Institutions  in  the  Ministry  of  Treasury  and  Economics 

Those  functions  pertaining  to  the  regulation,  supervision  and  policy  direction  of  financial  in¬ 
stitutions  currently  contained  in  the  Ministry  of  Consumer  and  Commercial  Relations  and  its 
regulatory  agencies,  boards  and  commissions  should  be  transferred  to  the  Ministry  of  Treasury 
and  Economics.  These  functions  should  be  associated  with  a  new  division  of  that  ministry,  to 
be  designated  the  Office  of  Financial  Institutions  (OFI). 

In  adopting  the  organizational  model  of  the  federal  government  and  the  Province  of  Quebec, 
some  refinements  are  essential  to  enhance  the  efficacy  of  the  regulatory  and  policy  functions.  Vesting 
responsibility  for  financial  institutions  in  a  single  ministry  does  not  guarantee  that  policy  advisors 
and  regulators  will  consult  one  another,  let  alone  appreciate  the  validity  of  their  different  perspectives. 

Regulators  and  policy  advisors  often  tend  to  view  the  responsibilities  of  government  with 
regard  to  the  policing  or  planning  of  private  sector  activities  from  very  different  perspectives.  In 
the  case  of  financial  institutions,  regulators  have  traditionally  been  more  concerned  with  the  solven¬ 
cy  of  individual  institutions  and  the  extent  to  which  legislative  change  is  implementable  in  practice. 
Policy  advisors  have  been  more  preoccupied  with  the  efficiency  of  the  overall  financial  system  and 
the  extent  to  which  legislative  change  is  desirable  in  theory.  Both  perspectives  are  essential  to  the 
effective  supervision  and  direction  of  the  financial  services  industry.  Regulators  bring  a  wealth  of 
practical  experience  to  any  discussion  of  policy  change,  just  as  policy  advisors  will  bring  a  broader 
view  of  the  systemic  impact  to  any  discussion  of  regulatory  change.  It  is  imperative  that  both  parties 
be  actively  involved  in  designing  regulatory  or  legislative  change.  Accordingly,  there  should  be  a 
policy  committee  established  as  the  necessary  forum  for  the  review  of  all  legislative  initiatives  per¬ 
taining  to  the  financial  services  sector. 

The  purpose  of  the  committee  would  be  to  pool  the  experience  and  expertise  of  its  member¬ 
ship,  those  officials  most  closely  linked  to  the  regulation  and  development  of  policy  for  this  sector. 
Effective  pooling  would  be  further  supported  if  the  committee’s  membership  included  a  senior  of¬ 
ficial  representing  a  newly  created  position  devoted  entirely  to  the  policy  development  function  (to 
be  designated  the  Executive  Director,  Policy  Development  and  Analysis). 

In  advocating  this  policy  committee,  we  do  not  suggest  that  the  independence  required  by 
agencies,  such  as  the  OSC,  in  the  exercise  of  their  quasi-judicial  functions,  should  be  diminished. 
To  the  extent  that  the  fulfillment  of  specific  mandates  requires  the  exercise  of  such  quasi-judicial 
authority,  as  is  the  case  with  the  OSC,  the  Superintendents  of  Insurance  and  Deposit  Institutions 
and  the  Director  of  the  Credit  Unions  Branch,  these  agencies  or  officials  must  remain  independent 
and  report  directly  to  the  Minister,  as  per  that  authority.  But  all  of  these  officials  and  agencies  should 
be  represented  as  members  of  the  policy  committee  which  should  be  chaired  by  the  Assistant  Deputy 
Minister  of  the  Office  of  Financial  Institutions.  Formal  reporting  relationships  would  remain  unaf¬ 
fected.  The  existence  of  this  forum  would  grant  the  Government  of  Ontario  through  the  Treasurer 
and  Deputy  Treasurer  a  source  of  cohesive  policy  advice  on  financial  institutions  and  their  regula¬ 
tion.  Accordingly,  we  recommend  that: 
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2.  Formation  of  a  Policy  Committee  of  the  Office  of  Financial  Institutions  within  the  Ministry 
of  Treasury  and  Economics 

A  policy  committee  of  the  Office  of  Financial  Institutions  should  be  established  to  review  and 
advise  the  Deputy  Treasurer  on  all  issues  pertaining  to  the  regulation,  supervision  and  policy 
directions  of  financial  institutions,  the  membership  of  this  committee  to  consist  of  the  Assistant 
Deputy  Minister,  Office  of  Financial  Institutions,  the  Chairman  of  the  Ontario  Securities  Com¬ 
mission,  the  Chairman  of  OSDIC,  the  Chairman  of  the  Pension  Commission  of  Ontario,  the 
Superintendent  of  Deposit  Institutions,  the  Superintendent  of  Insurance  and  the  Executive  Direc¬ 
tor,  Policy  Development  and  Analysis  (OFI). 

Upgrading  Regulatory  and  Policy-Making  Resources 

Governments  must  be  ultimately  responsible  for  the  regulation  and  supervision  of  our  financial 
institutions.  If  government  responsibility  is  to  be  exercised  effectively,  the  responsible  minister  must 
have  within  his  or  her  own  department  the  resources  necessary  to  permit  an  informed  view  of  an 
increasingly  complex  industry. 

Elsewhere  in  this  Report,  we  make  numerous  recommendations  whose  thrust  is  to  enhance 
greatly  the  responsibility  placed  on  directors,  auditors  and  other  professional  advisors.  This  is  essen¬ 
tial  to  supplement  and  support  government  regulation,  but  it  does  not  comprise  a  substitute. 

Unfortunately,  directors  can,  and  do,  fail  to  discharge  their  existing  responsibilities.  Mere¬ 
ly  increasing  their  responsibilities  is  unlikely  to  achieve  a  better  performance  from  directors  who 
either  carelessly  or  consciously  concur  in  decisions  detrimental  to  the  corporation.  The  possibility 
of  maintaining  a  successful  action  against  a  director  is  unlikely  to  compensate  the  public  for  the  losses 
of  a  financial  institution.  The  consequences  to  the  public  and  to  governments  of  the  failure  of  such 
institutions  are  far  too  serious  to  permit  a  reliance  on  the  greater  responsibility  of  directors  as  the 
principal  line  of  defence  against  insolvency.  The  public  interest  requires  effective  and  vigilant  regulation 
of  financial  institutions  so  that  the  consequences  of  failures  of  directors  and  managers  to  act  prudent¬ 
ly  may  be  minimized.  Self-regulation  has  its  place,  but  the  evidence  that  has  been  heard  by  this  Task 
Force  indicates  that  the  role  of  government  regulation  needs  to  be  strengthened,  not  the  reverse. 
We  agree  with  Professor  Seymour  Friedland  when  he  stated  at  our  public  hearings  that  self-regulation 
may  be  desirable  but  will  not  solve  the  problem.' 

Our  most  recent  experiences  demonstrate  that  the  powers  of  government  regulators  and  the 
resources  available  to  them  must  be  strengthened  if  the  public  is  to  be  adequately  protected.  Many 
of  the  recommendations  of  this  Task  Force  seek  to  enhance  these  powers  and  consequently  generate 
a  need  for  additional  resources.  We  consider  that  systematic  assessment  of  the  manpower  implica¬ 
tions  of  our  Report  for  the  regulatory  agencies  concerned  should  constitute  a  matter  of  urgent  priori¬ 
ty.  Accordingly,  we  recommend  that: 

3.  Staffing  Needs  of  the  Office  of  Financial  Institutions 

The  staffing  needs  of  the  Office  of  Financial  Institutions  should  be  assessed  and  filled  pursuant 
to  a  systematic  analysis  of  the  additional  personnel  requirements  that  are  generated  by  the  recom¬ 
mendations  in  this  Report. 

Given  adequate  manpower  resources,  nothing  is  more  basic  to  effective  regulation  than  the 
capacity  to  discern  early  warnings  that  a  financial  institution  may  be  engaging  in  practices  that  will 
have  an  adverse  effect  on  its  stability.  Various  recommendations  made  in  subsequent  chapters  of 
this  Report  seek  to  expand  the  access  of  regulators  to  information  concerning  the  internal  practices 
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of  financial  institutions,  for  example,  in  the  form  of  audit  committee  minutes  that  must  reflect  substan¬ 
tially  enhanced  committee  and  auditor  responsibilities. 

Beyond  their  access  to  such  information,  however,  the  regulatory  authorities  should  be  re¬ 
quired  to  devise  systems  that  will  enable  them  to  measure  risks  of  insolvency.  Such  systems  will 
vary  depending  upon  the  nature  of  the  institution  and  accordingly  this  Task  Force  does  not  consider 
itself  able  to  recommend  any  in  particular.  The  assistance  of  managers  and  directors  will  be  invaluable 
in  devising  them.  We  deem  it  essential,  however,  that  the  regulatory  authorities  be  able  to  rely  on 
more  than  the  simple  good  will  of  the  industry  to  assemble  and  transmit  the  data  that  are  deemed 
pertinent  to  the  appropriate  systems.  In  light  of  these  considerations,  we  recommend  that: 

4.  Importance  of  Early  Warning  Systems 

a)  The  Government  of  Ontario  should  direct  the  relevant  regulatory  authorities  to  develop 
and  implement  such  systems  as  are  necessary  to  ascertain  early  warnings  of  adverse 
changes  in  the  affairs  of  financial  institutions. 

b)  The  statutes  governing  Ontario  financial  institutions  should  be  amended  to  require  them 
to  assemble  and  transmit  any  data  or  other  evidence  to  the  relevant  regulatory  authority 
that  the  Lieutenant  Governor  in  Council  by  regulation  deems  pertinent  to  the  develop¬ 
ment  by  these  authorities  of  information  systems  designed  to  yield  early  warnings  of  adverse 
changes  in  the  Bnancial  condition  of  these  institutions. 

We  recognize  that  increasing  the  number  of  persons  involved  in  regulatory  and  policy  func¬ 
tions,  as  well  as  upgrading  their  remuneration  and  the  technology  available  to  them  in  order  to  attract 
and  keep  the  highest  calibre  staff  resources,  will  require  additional  expenditures  at  a  time  of  govern¬ 
ment  restraint. 

It  is  the  view  of  this  Task  Force  that  the  special  nature  of  the  financial  services  industry 
and  the  protection  to  consumers  which  flows  from  its  regulation  by  governments  demand  a  greater 
degree  of  industry  participation  in  funding  this  regulation.  We  note  that  the  Bank  Act  finances  the 
functions  of  the  Inspector  General  of  Banks  through  a  direct  levy  on  the  banking  community.  We 
consider  that  this  is  an  opportune  time  for  the  federal  and  provincial  governments  to  develop,  in 
consultation  with  one  another,  equitable  means  of  recovering  their  regulatory  costs.  The  most  ap¬ 
propriate  means  will  of  course  vary  with  the  type  of  institution.  Thus,  for  example,  the  premium 
structure  of  Canada  Deposit  Insurance  Corporation  (CDIC)  could  provide  an  equitable  and  efficient 
vehicle  for  recovering  the  regulatory  costs  of  deposit-taking  institutions,  given  a  mechanism  that  could 
apportion  the  proceeds  among  governments  in  accordance  with  their  regulatory  obligations.  In  the 
case  of  the  insurance  industry,  to  take  another  example,  direct  levies  might  be  developed  to  recover 
regulatory  costs  on  an  equitable  basis  from  both  federally  and  provincially  chartered  companies.  We 
are  content  to  illustrate  the  possibilities  in  a  setting  where  the  overriding  principle  we  endorse  is 
the  one  of  cost  recovery.  In  light  of  these  considerations,  we  recommend  that: 

5.  Public  Policy  with  Respect  to  Regulatory  Costs 

It  should  be  a  principle  of  public  policy  that  financial  institutions  be  required  to  pay  directly 
for  a  significant  part  of  the  costs  of  their  regulation  by  government.  In  respect  of  deposit-taking 
institutions,  there  should  be  federal-provincial  consultation  to  determine  a  mechanism  by  which 
such  costs  could  be  recovered  through  deposit  insurance  premiums  and  apportioned  among 
governments  in  accordance  with  their  regulatory  obligations.  In  respect  of  non-deposit-taking 
institutions,  the  Office  of  Financial  Institutions  should  develop  a  mechanism  through  which 
regulatory  costs  could  be  recovered  through  direct  levies  on  institutions. 
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Public  Disclosure  and  Public  Complaints 

We  strongly  believe  that  one  of  the  most  effective  constraints  upon  unethical  behaviour, 
incompetent  management  or  ineffective  regulation  is  the  potentiality  of  public  disclosure. 

It  has  been  suggested  that  a  full  airing  of  matters  particularly  significant  to  the  formation, 
ownership,  management  and  regulation  of  individual  financial  institutions  could  ensure  that  owners, 
managers  and  regulators  will  proceed  with  the  utmost  prudence  in  fulfilling  their  respective  man¬ 
dates.  Similarly,  a  more  complete  and  public  disclosure  of  information  regarding  the  soundness  of 
financial  institutions  would  provide  interested  depositors  and  other  clients  with  much  of  the  data 
necessary  to  make  prudent  investment  decisions.  We  consider  that  the  most  appropriate  vehicle  for 
all  such  disclosures  is  a  standing  committee  of  the  legislature.  Accordingly,  we  recommend  that: 

6.  Tabling  of  Information  with  Standing  Committee  of  the  Legislature 

A  standing  committee  of  the  legislature  should  be  designated  as  the  mandatory  recipient  of: 

(i)  a  compendium  of  all  new  incorporations,  changes  in  ownership  and  other  matters 
as  prescribed  in  specific  recommendations  of  this  Report;  and 

(ii)  all  reports  required  of  the  Superintendents  of  Deposit  Institutions  and  Insurance,  and 
of  the  Chairmen  of  the  Ontario  Securities  Commission,  the  Pension  Commission  of 
Ontario  and  the  Ontario  Share  and  Deposit  Insurance  Corporation. 

Financial  institutions  try  ver>’  hard  to  create  a  climate  of  trust  and  confidence  with  their 
customers  and,  as  the  public  opinion  research  commissioned  by  the  Task  Force  indicates,  they  do. 
in  large  part,  command  a  high  degree  of  trust.  The  Task  Force  believes  that  it  is  essential  to  the 
efficient  working  of  the  capital  markets  that  this  degree  of  trust  be  maintained  and  that,  accordingly, 
financial  institutions  and  their  regulators  should  take  special  care  that  conflicts  of  interest  are  resolv¬ 
ed  in  favour  of  the  customer  and  that  the  relationship  with  the  customer  is  one  which  entitles  the 
customer  to  place  the  highest  degree  of  trust  and  confidence  in  the  financial  institution. 

All  of  the  legislative  and  regulator}'  initiatives  taken  by  the  Government  of  Ontario  must 
be  taken  with  a  view  to  protecting  the  rights  of  consumers.  In  Chapter  VI  of  this  Report,  we  propose 
that  safeguards  be  put  in  place  to  protect  consumers  who  may  be  put  at  a  disadvantage  because  of 
an  apparent  conflict  of  interest  within  a  financial  institution,  because  of  the  disclosure  of  confidential 
information  or  through  the  breach  of  a  fiduciary  or  other  duty. 

At  the  moment  the  normal  remedy  for  such  a  breach  is  to  resort  to  litigation,  the  costs  of 
which  are  often  prohibitive.  We  believe  that  the  regulatory  authorities  should  have  the  power  to  in¬ 
vestigate  conflict  of  interest  complaints  and  to  make  the  result  of  such  investigations  public.  Further 
it  is  our  view  that  the  regulatory  authorities  should  not  be  given  power  to  provide  a  specific  remedy. 
Rather,  we  think  that  such  an  investigation  would  lead  in  most  cases  to  a  resolution  of  the  problem 
or,  if  that  did  not  occur,  would  provide,  as  a  last  resort,  the  factual  background  for  successful  litiga¬ 
tion  if  a  customer  had  been  damaged  by  a  breach  of  a  fiduciary  duty. 

To  lend  further  substance  to  these  safeguards  and  to  protect  against  other  conflict  of  interest 
situations  that  may  arise,  for  example,  from  networking  arrangements,  we  believe  that  the  powers 
and  duties  of  the  regulatory  bodies  should  extend  beyond  the  investigation  simply  of  breaches  of 
their  respective  statutes  to  the  investigation  of  conflict  of  interest  complaints  made  by  any  persons 
dealing  with  a  particular  financial  institution.  Such  an  investigator}’  power  should  be  assigned  to  the 
regulatory  authorities  as  an  additional  responsibility  and  should  not  be  the  function  of  a  separate 
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regulatory  body,  such  as  a  Conflicts  of  Interest  Office.  In  addition,  the  cost  of  investigating  a  con¬ 
flict  of  interest  complaint  should  be  assessable  against  the  financial  institution.  Accordingly,  we  recom¬ 
mend  that: 

7.  Public  Complaints 

The  regulatory  authorities  should  be  given  the  powers  to  investigate  conflict  of  interest  com¬ 
plaints  raised  by  members  of  the  public  who  believe  they  have  been  prejudiced  in  their  dealings 
with  a  financial  institution  and  to  assess  the  relevant  Hnancial  institution  for  the  cost  of  such 
investigation. 

Intergovernmental  Relations  and  Jurisdictional  Issues 

In  our  Interim  Report,  we  stressed  the  necessity  of  developing  “the  most  appropriate 
vehicle  for  achieving  harmony  among  the  policies  and  regulatory  practices  governing  financial  in- 
stitutions”  between  the  federal  and  provincial  levels  of  government.  A  number  of  participants  in 
our  public  hearings  process  eloquently  expressed  a  similar  concern  for  the  lack  of  effective  consulta¬ 
tion  and  co-operation  between  governments. 

The  importance  of  federal-provincial  harmony  in  the  area  of  financial  services  regulation 
cannot  be  overstated.  The  current  jurisdictional  maze,  in  which  the  federal  government  regulates 
banking,  co-operative  credit  associations  and  some  segments  of  the  trust  and  insurance  industry  while 
the  provinces  regulate  securities  firms,  credit  unions,  independent  agents  and  brokers  and  the  re¬ 
maining  segments  of  the  trust  and  insurance  industry  has  led  to  enormous  duplication,  confusion 
and,  often,  conflict  between  both  levels  of  government. 

Such  misunderstandings  and  dual  regulation  can  seriously  undermine  the  efficiency  of  our 
Canadian  capital  markets,  by  generating  additional  and  often  disparate  obligations  which  the  industry 
must  fulfil.  A  number  of  issues  in  particular  demand  a  more  cohesive,  indeed  rational,  approach. 
For  example,  the  extension  of  commercial  lending  could  have  a  serious  impact  on  the  determination 
of  the  money  supply,  a  federal  concern.  Clearly,  a  solution  must  be  negotiated  which  meets  both 
of  these  legitimate  interests.  Similarly,  a  decision  to  allow  greater  foreign  participation  in  the  securities 
market  could  play  an  important  role  in  any  Canada-U.S.  negotiation  of  a  ‘fair’  trade  arrangement 
within  the  services  sector.  Again,  both  provincial  and  federal  governments  will  have  a  mutual  in¬ 
terest  in  achieving  an  equitable  resolution. 

Despite  the  panoply  of  formal  meetings  which  currently  take  place  (of  provincial  securities 
regulators,  of  federal-provincial  Superintendents  of  Insurance,  of  federal-provincial  Deputy  Ministers 
of  Consumer  and  Commercial  Relations  and  of  Ministers  of  Consumer  and  Commercial  Relations, 
of  federal-provincial  Deputy  Ministers  of  Finance  in  the  Continuing  Committee  of  Officials  and  of 
Ministers  of  Finance)  there  is  no  single  forum  in  which  all  of  the  relevant  actors  responsible  for 
the  regulation  of  and  development  of  policy  for  the  financial  services  industry  can  meet  and  resolve 
issues  of  mutual  concern. 

We  believe  that  these  issues  will  not  diminish  in  the  near  future.  Indeed,  the  pace  of  and 
pressure  for  change  within  the  financial  industry  suggests  that  the  decision-making  agenda  for  govern¬ 
ment  regulators  and  policy-makers  will  be  even  more  crowded  in  the  years  to  come.  Responsible 
ministers  require  an  ongoing  forum,  where  discussion  and  negotiation  are  situated  in  a  national,  in¬ 
tegrative  context.  Experience  in  other  domains  of  federal-provincial  relations  indicates  that  the  ex¬ 
istence  of  such  a  forum,  even  though  it  may  meet  only  once  or  twice  a  year,  is  enormously  conducive 
to  informal,  personal  contacts  among  ministers  whenever  the  need  arises.  Experience  also  speaks 
in  favour  of  underpinning  ministerial  meetings  with  a  permanent  secretariat.  Accordingly,  we  recom¬ 
mend  that: 
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8.  Creation  of  a  Permanent  Consultative  Mechanism 

The  Governments  of  Canada,  the  Provinces  and  Territories  should  initiate  discussions  with  a 
view  to  establishing  a  Council  of  Ministers  Responsible  for  Financial  Institutions,  to  review  and 
consult  on  all  matters  pertaining  to  the  policies  and  regulatory  practices  governing  financial  in¬ 
stitutions.  The  Council  should  meet  as  needed,  but  a  minumum  twice  a  year  and  should  be 
staffed  continuously  by  a  permanent  secretariat. 

The  special  character  of  financial  institutions  and  their  centrality  to  the  health  and  efficiency 
of  our  capital  markets  make  the  regulatory  regime  for  these  intermediaries  one  of  the  most  delicate 
and  politically  complex  of  all  inter  jurisdictional  issues.  There  are  a  number  of  outstanding  issues 
that  are  properly  dealt  with  within  the  context  of  the  consultative  mechanism  recommended  by  this 
Task  Force.  Clearly,  the  ease  and  timeliness  of  communication  between  regulators  which  would  be 
facilitated  by  such  a  federal-provincial  body  would  have  been  of  assistance  in  resolving  the  difficulties 
presented  by  recent  initiatives,  such  as  Quebec’s  Bill  75.  Within  a  consultative  framework,  however, 
Ontario  must  have  a  policy  of  its  own  which  addresses  the  public’s  concern  for  institutional  solvency 
regardless  of  the  jurisdiction  of  incorporation. 

The  primary  role  of  the  Government  of  Ontario  in  this  regard  is  the  regulation  and  supervi¬ 
sion  of  financial  institutions  incorporated  under  its  own  legislation.  But  it  also  bears  a  political  respon¬ 
sibility  for  the  protection  of  Ontario  consumers  who  may  be  depositors,  policyholders  or  clients 
of  a  corporation  which  has  been  chartered  outside  Ontario  but  must  be  licensed  to  do  business  in 
this  province.  In  the  absence  of  its  own  standards  of  regulation,  it  is  difficult  to  imagine  how  the 
Government  of  Ontario  could  insure  the  interests  of  its  own  residents  in  the  event  of  institutional 
insolvency.  Of  similar  concern  is  the  protection  of  Ontario  businesses  who  may  be  subjected  to  un¬ 
fair  competition  if  extra-provincial  institutions  are  permitted  greater  latitude  than  Ontario  institu¬ 
tions  in  their  business  dealings  in  this  province. 

The  Government  of  Ontario  has  proposed  adoption  of  an  ‘equals  approach’  as  a  way  of 
dealing  with  these  concerns.  Under  this  proposal,  as  a  condition  of  licensing  in  Ontario,  any  extra¬ 
provincial  corporation  would  have  to  comply  with  Ontario  law  in  all  of  its  undertakings,  whether 
in  or  outside  of  Ontario.  That  all  corporations  should  comply  with  Ontario  law  within  the  Province 
of  Ontario  is  not  an  issue.  Where  the  equals  approach  is  open  to  criticism,  however,  is  that  it  may 
be  viewed  as  extraterritorial  legislation,  that  is  as  ordaining  what  the  law  must  be  in  other  jurisdic¬ 
tions,  for  any  financial  institutions  wishing  to  carry  on  business  in  Ontario. 

We  consider  that  the  purpose  of  the  equals  approach,  which  is  to  protect  Ontario  residents 
from  insolvencies  which  may  befall  institutions  chartered  in  other  jurisdictions,  could  be  achieved 
if  there  existed  industry-wide  compensation  funds,  membership  in  which  was  required  for  an  On¬ 
tario  licence.  We  urge  the  development  of  such  funds  in  the  next  chapter.  Pending  their  implementa¬ 
tion,  the  equals  approach  must  be  relied  upon  as  the  only  instrument  available  for  the  protection 
of  Ontario  consumers. 

For  the  time  being,  therefore,  if  Ontario  maintains  the  principle  that  the  four  pillars  should 
be  preserved,  and  yet  other  jurisdictions  permit  a  co-mingling  of  core  functions,  the  Government 
of  Ontario  should  require  any  financial  institution  chartered  in  a  jurisdiction  that  permits  co-mingling 
to  incorporate  an  Ontario  subsidiary  if  it  wishes  to  operate  in  Ontario.  In  this  way,  Ontario  would 
be  able  to  ensure  that  the  separation  of  core  functions  is  maintained  in  all  financial  institutions  deal¬ 
ing  with  Ontario  residents.  Accordingly, iv^  recommend  that: 
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9.  Jurisdictional  Conflicts 

It  should  be  a  condition  of  licensing  that  every  financial  institution  carrying  on  business  in  On¬ 
tario  must  conform  to  Ontario  law  in  the  conduct  of  its  business  in  Ontario.  Every  financial 
institution  incorporated  in  a  jurisdiction  which  permits  it  to  carry  out  functions  denied  to  On¬ 
tario  chartered  institutions  should  be  required  to  incorporate  an  Ontario  subsidiary  in  order 
to  carry  on  business  in  Ontario. 
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Deposit  Insurance  and  Compensation  Funds 

Introduction 

The  appropriate  role  to  be  played  by  deposit  insurance  and  compensation  funds  currently 
is  being  examined  in  many  quarters.  Securities  regulators  are  reviewing  the  adequacy  and  structure 
of  the  National  Contingency  Fund,  while  the  life  and  property /casualty  insurance  industries,  in  con¬ 
junction  with  provincial  and  federal  regulators,  are  considering  the  establishment  of  industry-run 
compensation  funds.  Recent  strains  on  deposit  insurers,  especially  Canada  Deposit  Insurance  Cor¬ 
poration  (CDIC),  which  is  estimated  to  have  currently  a  deficit  of  $1.2  billion'  have  focussed  at¬ 
tention  on  deposit  insurance  schemes.  On  January  10,  1985,  the  federal  government  formed  a  com¬ 
mittee  (the  “Wyman  Committee’’)  whose  report^  on  the  operations  and  structure  of  CDIC  was 
issued  on  April  25,  1985.  Canada  is  not  alone  in  encountering  severe  problems  with  deposit  insurance 
schemes  as  great  strains  are  being  placed  on  such  plans  in  the  United  States. 

Deposit-taking  institutions  operating  in  Ontario  obtain  deposit  insurance  from  one  of  two 
sources:  from  CDIC  for  banks  and  loan  and  trust  companies,  and  from  Ontario  Share  and  Deposit 
Insurance  Corporation  (OSDIC)  for  credit  unions.  The  insurance  provided  by  these  two  corpora¬ 
tions  is  not  uniform.  For  instance,  credit  unions  claim  that  the  OSDIC  legislation  provides  broader 
coverage  of  RRSP  funds  held  in  insurable  deposits,  namely  full  coverage  up  to  $60,000  for  each' 
RRSP  contract,  while  CDIC  limits  its  coverage  to  a  maximum  of  $60,000  for  all  RRSP  contracts 
held  with  an  institution.  OSDIC’s  insurance  also  differs  from  that  of  CDIC  by  covering  share  capital 
accounts  held  by  members  of  Ontario’s  credit  unions;  all  share  capital  is  fully  at  risk  in  any  CDIC- 
insured  institution.  In  both  instances,  we  favour  the  treatment  afforded  by  CDIC.  More  generally, 
to  avoid  confusion  among  depositors  concerning  which  types  of  deposits  are  insured  and  to  ensure 
that  no  type  of  financial  institution  is  provided  with  a  competitive  advantage  over  other  types,  we 
consider  it  most  important  that  deposit  insurance  coverage  by  federal  and  provincial  authorities  should 
be  uniform.  We  are  concerned  particularly  about  OSDIC’s  failure  to  differentiate  between  conven¬ 
tional  deposits,  which  should  be  insured,  and  share  deposits  which  represent  owners’  equity  and  should 
not  be  insured.  The  incentive  for  credit  union  members  to  become  involved  in  the  affairs  of  a  credit 
union  is  diminished  if  those  members  have  no  risk  capital  at  stake.  Accordingly,  we  recommend  that: 

1.  Uniformity  of  Federal  and  Provincial  Deposit  Insurance  Coverage 

A  basic  principle  of  public  policy  should  be  to  ensure  that  the  coverage  and  other  terms  of  deposit 
insurance  provided  by  federal  and  provincial  deposit  insurance  authorities  are  uniform. 

Extent  of  Deposit  Insurance  Coverage 

We  view  the  current  scheme  of  deposit  insurance  as  having  lowered  market  discipline  as 
a  control  over  excessive  risk  taking  by  deposit-taking  financial  institutions.  This  view  was  shared 
by  several  parties  making  written  submissions  to  this  Task  Force^  or  appearing  at  our  public  hear¬ 
ings,^  and  was  stated  forcibly  by  Professor  James  Pesando  in  a  paper^  presented  at  the  Conference 
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on  the  Changing  Regulatory  Environment  for  Canadian  Financial  Institutions,  Toronto,  May  22-23, 
1985  and  in  the  preliminary  version  of  a  later  paper^  provided  to  the  Task  Force. 

Depositors  who  are  fully  insured  (or  believe  that  they  will  be  compensated  fully  for  any 
loss)  have  no  incentive  to  evaluate  the  riskiness  of  deposit-taking  institutions  when  making  a  deposit 
decision  and  indeed  simply  are  encouraged  to  place  their  deposits  with  the  institution  paying  the  highest 
rate.  They  discern  that  their  deposit  is  safe,  whether  the  institution  fails  or  not,  with  the  result  that 
the  stability  of  the  deposit-taking  institution  is  of  no  concern  to  them.  Consequently,  the  managers 
of  such  an  institution  need  only  be  concerned  with  the  wishes  of  shareholders  in  determining  the 
degree  of  risk  which  their  institution  should  assume.  In  contrast,  managers  of  institutions  with  depositors 
who  are  not  insured  fully  must  satisfy  depositors  that  their  institutions  are  financially  sound.  In  the 
present  environment  of  de  facto  full  insurance,  deposit-taking  institutions  can  issue  virtually  risk¬ 
free  liabilities  even  if  they  invest  in  very  risky  assets.  The  risk,  however,  is  not  eliminated  but  is 
shifted  to  those  who  underwrite  deposit  insurance  (ultimately  low  risk  institutions  and  possibly  tax¬ 
payers)  and  to  those  governments  which  respond  to  the  political  pressure  to  compensate  fully  every 
depositor  of  a  failed  institution. 

Recent  events  testify  abundantly  to  the  effectiveness  of  the  political  pressures  that  favour 
extending  coverage  to  all  depositors  when  governments  are  faced  with  an  actual  insolvency.  In  his 
luncheon  address  at  the  Conference  on  the  Changing  Regulatory  Environment  for  Canadian  Finan¬ 
cial  Institutions  on  May  23,  1985,  the  Honourable  Robert  L.  Andrews,  Minister  of  Finance  for  the 
Province  of  Saskatchewan,  while  discussing  the  failure  of  Pioneer  Trust,  stated  that  he  believed  that 
governments  could  not  decide  to  leave  any  depositors  unreimbursed  after  a  financial  failure.  This 
view  has  received  wide  currency  throughout  the  world,  as  the  actions  of  many  governments  all  too 
clearly  confirm.  We  take  serious  issue  with  these  actions,  believing  that  they  effectively  remove  the 
influence  of  the  market  to  enforce  the  prudent  management  of  deposit-taking  institutions.  They  en¬ 
courage  persons  making  deposits  which  may  be  worth  millions  of  dollars  to  do  so  with  little  care, 
perceiving  that  governments  will  save  them  from  the  consequences  of  their  own  imprudence.  Such 
a  perception  virtually  makes  all  deposit-taking  institutions  equally  attractive  to  depositors  whether 
they  are  managed  prudently  or  imprudently.  A  situation  which  is  tantamount  to  eliminating  all  risks 
in  the  making  of  deposits  is  fundamentally  unsound  and  inevitably  will  breed  a  continuation  of  the 
unfortunate  failures  which  have  occurred.  The  concern  of  governments  should  be  to  see  to  it  that 
the  great  mass  of  depositors  are  protected.  Having  established  a  deposit  insurance  system  for  this 
purpose,  governments  should  adhere  to  its  limits  scrupulously. 

As  for  that  deposit  insurance  system,  we  consider  that  it  should  incorporate  an  element  of 
market  discipline  so  as  to  encourage  individuals  to  weigh  risk  factors  when  placing  deposits  and  making 
investments.  The  Wyman  Committee  recommended  a  system  of  deposit  insurance  similar  to  that  of 
the  United  Kingdom  which  involves  coinsurance  from  the  first  dollar  deposited  in  an  attempt  to  in¬ 
still  a  measure  of  market  discipline.  In  its  written  submission  to  this  Task  Force,  the  Trust  Com¬ 
panies  Association  of  Canada  argued  for  retention  of  full  insurance  up  to  $60,000  arguing  that  “there 
is  a  great  amount  of  evidence  to  suggest  that  measures  aimed  at  enhancing  depositor  diligence  are 
not  very  effective.  The  complexity  of  financial  information  is  such  that  few  but  the  most  sophisticated 
depositors  can  make  effective  use  of  it.  The  degree  of  sophistication  required  plus  the  cost  to  con¬ 
sumers  of  obtaining  and  digesting  information  means  that,  as  in  other  areas,  simple  disclosure  will 
not  greatly  increase  market  discipline.’’*  While  appearing  before  our  public  hearings,  this  associa¬ 
tion  also  argued  that  any  reduction  in  the  level  of  deposit  insurance  would  increase  barriers  to  entry 
because  depositors  tend  to  equate  size  with  stability  and  unsophisticated  depositors,  not  having  the 
time  or  resources  to  assess  risk,  would  flock  to  larger  institutions,  leading  “to  the  forcing  out  of 
some  of  the  smaller  companies  [and]  the  reduction  of  competition.” 
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The  Canadian  Bankers’  Association  (CBA)  agreed  with  the  principle  of  coinsurance,  but 
was  not  in  complete  agreement  with  the  recommendations  of  the  Wyman  Committee’s  report.  The 
CBA  believed  that  those  recommendations  “would  not  fully  protect  the  small  and  truly  unsophisticated 
depositors  from  loss  and  would  be  a  major  break  from  arrangements  they  have  come  to  expect.’’'” 
It  recommended  full  insurance  coverage  up  to  $20,000  and  75  percent  coverage  of  amounts  over 
$20,000  up  to  a  maximum  of  $75,000.  It  justified  its  recommendation  by  referring  to  the  following 
statistics,  all  as  of  April  30,  1984,  about  deposits  held  with  Canada’s  chartered  banks:" 


1.  Deposit  Accounts  Under  $60,000: 


2.  Deposit  Accounts  Under  $20,000: 


3.  Deposit  Accounts  Under  $10,000: 


4.  Deposit  Accounts  Under  $1,000: 


99  percent  of  all  deposit  accounts 
65  percent  of  the  dollar  value  of  all 
deposit  accounts 

96  percent  of  all  deposit  accounts 
43  percent  of  the  dollar  value  of  all 
deposit  accounts 

91  percent  of  all  deposit  accounts 
27.5  percent  of  the  dollar  value  of 
all  deposit  accounts 

61  percent  of  all  deposit  accounts 
3  percent  of  the  dollar  value  of  all 
deposit  accounts 


After  considering  the  various  submissions  we  received  on  deposit  insurance  and  particular¬ 
ly  the  statistics  provided  by  the  CBA,  we  believe  that  the  principle  of  coinsurance  should  be  embrac¬ 
ed,  but  with  a  minimum  level  of  full  insurance.  It  is  unrealistic  to  expect  small,  probably  unsophisticated, 
depositors  to  incur  the  relatively  high  information  costs  involved  in  assessing  the  risk  posed  by  various 
deposit-taking  institutions.  Accordingly,  we  believe  that  deposits  up  to  a  limit  of  $20,000  should 
be  fully  insured.  The  CBA  statistics  show  that  this  threshold  will  protect  fully  all  but  approximately 
four  percent  of  deposit  accounts,  yet  force  those  with  deposits  above  $20,000  to  take  steps  to  assess 
the  risk  of  their  deposit-taking  institution  or  spread  their  deposits  among  institutions,  placing  no  more 
than  $20,000  in  each  institution.  We  believe  that  deposits  should  be  insured  to  the  extent  of  75  per¬ 
cent  of  the  amount  exceeding  $20,000  up  to  a  limit  of  $60,000  and,  to  extend  a  measure  of  protection 
to  deposits  moderately  above  this  limit,  50  percent  of  the  amount  in  excess  of  $60,000  up  to  a  limit 
of  $80,000.  Depositors  with  deposits  in  excess  of  $80,000  should  be  required  to  take  full  respon¬ 
sibility  for  the  safety  of  that  excess.  We  have  created  our  graduated  system  of  deposit  insurance  to 
provide  for  greater  market  discipline  and  to  ensure  that  a  depositor  with  $80,000  in  deposits  still 
receives  $60,000  in  reimbursement  as  provided  by  the  current  system.  We  have  concluded  that  im¬ 
posing  a  risk  of  loss  only  on  the  depositors  who  hold  four  percent  of  all  deposit  accounts  containing 
43  percent  of  all  deposits  will  make  a  significant  contribution  to  the  prudent  management  of  deposit¬ 
taking  institutions  without  affecting  in  any  way  the  financial  security  of  the  vast  majority  of  Cana¬ 
dians.  Accordingly,  we  recommend  that: 


2.  Extent  of  Deposit  Insurance  Coverage 

The  Government  of  Ontario  should  make  representations  to  the  Government  of  Canada  respec¬ 
ting  deposit  insurance  coverage  as  follows: 

(i)  deposits  under  $20,000  should  be  fully  insured  by  CDIC; 
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(ii)  deposits  from  $20,000  to  $60,000  should  be  insured  to  the  extent  of  75  percent 
of  the  amount  exceeding  $20,000  but  not  exceeding  $60,000; 

(iii)  deposits  from  $60,000  to  $80,000  should  be  insured  to  the  extent  of  50  percent 
of  the  amount  exceeding  $60,000  but  not  exceeding  $80,000; 

(iv)  no  deposits  whatsoever  should  be  insured  to  the  extent  that  they  exceed  $80,000; 

RRSP’s  and  Deposit  Insurance 

In  its  written  submission  to  us,'^  the  Consumers’  Association  of  Canada  stated  that  it  sup¬ 
ported  the  $60,000  insurance  maximum  and  that  it  had  lobbied  for  the  1983  increase  from  $20,000 
to  $60,000  to  protect  the  large  deposit  sums  held  by  Canadian  consumers,  especially  in  Registered 
Retirement  Savings  Plan  funds.  We  are  sensitive  to  the  view  that  RRSP’s  present  a  special  case  and 
should  constitute  a  limited  exception  to  the  principle  of  coinsurance.  Many  individuals  entrust  the 
entire  amount  of  their  life  savings  to  an  RRSP,  often  well  above  $20,000,  to  provide  for  their  retire¬ 
ment  and  the  security  of  their  spouses.  We  have  concluded  that  RRSP  funds  which  are  invested  in 
insured  deposits  should  be  covered  fully  up  to  a  maximum  of  $60,000.  Although  this  has  the  effect 
of  making  one  type  of  retirement  investment  risk-free  while  other  competing  methods  of  saving  towards 
retirement  have  no  such  guarantee,  we  believe  that  those  who  choose  to  commit  their  retirement 
savings  to  non-deposit  investments  are  choosing  deliberately  to  assume  greater  risk  in  the  hope  of 
gaining  greater  return.  Subsequent  recommendations  which  deal  with  the  structure  of  compensation 
funds  for  the  insurance  and  securities  industries  seek  to  provide  some  protection  for  those  who  invest 
RRSP  funds  in  investments  which  are  surrogates  for  deposits.  Accordingly,  we  recommend  that: 

3.  RRSP’s  and  Deposit  Insurance 

The  Government  of  Ontario  should  make  representations  to  the  Government  of  Canada  that 
RRSP  funds  which  are  invested  in  insured  deposit  instruments  remain  fully  insured  up  to  the 
$60,000  level,  with,  as  at  present,  no  insurance  coverage  on  amounts  above  $60,000. 

Deposit  Brokers 

Certain  financial  institutions  engage  in  a  practice  of  paying  a  commission  to  agents  (“deposit 
brokers’’)  who  solicit  deposits  for  them.  This  practice  is  especially  prevalent  among  smaller  finan¬ 
cial  institutions  which  have,  as  a  matter  of  corporate  policy,  decided  to  forego  the  development  of 
a  branch  structure  to  raise  retail  deposits  in  favour  of  paying  a  commission  to  various  agents  who 
place  wholesale  deposits  with  them.  We  believe  that  this  practice  should  be  examined  carefully  to 
ascertain  whether  it  may  or  may  not  be  detrimental  to  the  stability  of  the  financial  system. 

We  are  also  quite  concerned  about  the  methods  of  remunerating  deposit  brokers.  Deposit 
brokers  who  are  paid  a  high  commission  by  a  particular  institution  may  place  deposits  with  that  in¬ 
stitution  without  due  regard  for  the  interests  of  the  depositor,  the  risk  posed  by  that  institution  and 
the  desirability  of  depositing  in  a  number  of  institutions  to  secure  maximum  insurance  coverage. 
This  possibility  should  also  be  of  concern  to  deposit  insurers  because  it  further  removes  the  element 
of  market  discipline  from  the  deposit-making  decision.  The  Federal  Deposit  Insurance  Corporation 
(U.S.)  has  highlighted  the  extent  of  deposit  brokering  which  occurs  in  the  U.S.  and  its  dislocative 
effect  on  market  discipline.'^  The  Wyman  Committee’s  report  comments  that,  while  the  problem 
exists  in  Canada,  it  has  not  yet  become  as  grievous  as  in  the  United  States.'" 

In  attempting  to  understand  the  effects  of  deposit  brokering,  we  discovered  that  there  is  a 
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paucity  of  information  on  the  subject.  We  consider  it  extremely  important  that  deposit-insuring  agencies 
have  extensive  information  about  these  activities  because  of  their  potential  ramifications  for  the  in¬ 
surance  liabilities  of  those  agencies.  We  also  consider  that  these  agencies  are  the  appropriate  bodies 
to  play  the  front  line  role  in  monitoring  deposit  brokering  because  brokers  place  deposits  in  both 
federally  and  provincially  chartered  institutions.  Accordingly,  we  believe  that  deposit-insuring  agencies 
should  require  insured  institutions  to  report  the  identity  of  the  deposit  brokers  they  use,  the  methods 
and  rates  used  to  remunerate  deposit  brokers  and  the  percentage  of  their  deposits  which  come  from 
deposit  brokers.  Rep)orts  should  be  required  at  regular  intervals  because  growing  reliance  upon  brokered 
deposits  and  the  payment  of  excessive  remuneration  may  constitute  early  warnings  of  a  deteriorating 
financial  condition. 

We  also  believe  that  a  depositor  using  a  deposit  broker  should  appreciate  fully  the  conflicts 
of  interest  inherent  in  the  system  by  which  deposit  brokers  are  paid.  The  system  of  coinsurance  recom¬ 
mended  earlier  in  this  Report  makes  it  even  more  important  that  depositors  understand  these  con¬ 
flicts  and  the  amount  of  deposit  insurance  coverage  they  are  receiving.  In  our  opinion,  deposit  in¬ 
surance  authorities  should  establish  a  system  of  mandatory  registration  for  deposit  brokers  and,  as 
a  condition  of  registration,  require  each  deposit  broker  to  disclose  to  its  clients  whether  it  is  receiv¬ 
ing  a  commission  for  placing  the  deposit,  and  if  it  is,  to  disclose  the  amount  of  that  commission 
and,  for  the  purpose  of  providing  a  comparison,  the  commission  rates  offered  by  the  other  institu¬ 
tions  with  which  it  deals.  A  deposit  broker  should  also  be  required  to  explain  to  its  clients  the  extent 
to  which  deposit  insurance  is  available  in  respect  of  all  deposits  being  placed  by  that  deposit  broker. 

In  light  of  all  the  above  considerations,  we  recommend  that: 

4.  Deposit  Brokers 

a)  Financial  institutions  which  use  deposit  brokers  to  solicit  deposits  should  be  required,  as  a 
condition  of  retaining  deposit  insurance  coverage,  to  disclose  to  their  deposit-insuring  agency 
the  identity  of  such  deposit  brokers,  the  methods  and  rates  of  remuneration  that  they  are 
paying  and  the  percentage  of  their  total  deposits  which  have  been  placed  by  deposit  brokers. 

b)  The  deposit  insurance  authorities  should  establish  a  system  of  mandatory  registration  for  all 
persons  who  provide  deposit  brokerage  services.  The  conditions  for  registration  should  in¬ 
clude  the  requirement  that  a  registrant  must  disclose  to  its  clients: 

(i)  whether  a  commission  is  being  paid  to  the  deposit  broker  by  the  financial  in¬ 
stitution  taking  the  deposit; 

(ii)  if  so,  the  amount  of  that  commission  and  the  commission  rates  paid  by  the  other 
institutions  with  which  the  deposit  broker  deals; 

(iii)  the  extent  to  which  deposit  insurance  is  available  in  respect  of  the  deposit  in 
question. 

Institutional  Depositors 

This  Task  Force  has  been  perturbed  deeply  by  the  fact  that  many  publicly  financed  entities, 
such  as  municipalities,  school  boards,  hospitals  and  universities,  featured  prominently  among  the 
large  depositors  whose  funds  were  Jeopardized  in  recent  cases  of  trust  company  and  bank  insolven¬ 
cy.  Their  predicament  added  significantly  to  the  pressures  that  led  governments  to  override  deposit 
insurance  limits  and  rescue  all  the  depositors  of  failed  financial  institutions.  This  predicament  was 
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as  well  telling  confirmation  of  the  extent  to  which  depositors  who  have  no  excuse  for  being  un¬ 
sophisticated  have  reached  either  directly  or  through  deposit  brokers  for  the  highest  rate  of  return 
in  blind  indifference  to  the  condition  of  the  financial  institutions  with  which  they  deal  and  the  diver¬ 
sity  of  their  investments. 

Not  least  because  they  derive  their  funds  from  taxes  and  donations,  we  consider  that  public¬ 
ly  funded  entities  should  be  directed  to  adopt  prudent  investment  policies  with  respect  to  their  assets, 
including  most  emphatically  their  deposits  and  short-term  investments.  With  respect  to  all  such  en¬ 
tities  that  come  under  provincial  jurisdiction,  we  strongly  advocate  that  the  Government  of  Ontario 
use  legislation  or  other  appropriate  measures  to  require  the  adoption  and  regular  review  of  invest¬ 
ment  policies  designed  to  ensure  prudent  diversification  of  investments  and  deposits.  Accordingly, 
we  recommend  that: 

5.  Institutional  Depositors 

The  Government  of  Ontario  should  direct,  through  legislative  or  other  appropriate  measures, 
that  municipalities,  school  boards,  universities,  hospitals,  and  all  other  institutions  or  agencies 
that  are  under  provincial  jurisdiction  and  whose  revenue  consists  in  whole  or  in  part  of  provin¬ 
cial  grants  or  tax  deductible  donations  must  adopt  and  regularly  review  investment  policies  that 
require  diversification  of  their  assets,  including  deposits  and  all  other  short-term  instruments. 

Industry  Compensation  Funds 

The  public  opinion  survey  we  commissioned  for  the  Interim  Report  of  the  Task  Force  in¬ 
dicated  that  two-thirds  of  those  surveyed  believed  that  monies  entrusted  to  insurance  companies  and 
their  claims  against  these  companies  were  insured.  Many  people,  as  well,  believed  that  investment 
accounts  kept  at  securities  firms  were  also  insured.'^  These  attitudes  are  indicative  of  a  more  general 
public  expectation  that  monies  entrusted  to  financial  institutions  of  all  kinds  will  be  protected  in  the 
event  of  an  insolvency  and  that  the  state  will  provide  assurance  that  these  claims  will  be  reimbursed. 
We  have  concluded  that  it  is  in  the  public  interest  to  ensure  consumers  that  they  have  reasonable 
protection  against  losses  occasioned  by  the  failure  not  only  of  deposit-taking  institutions,  but  also 
of  insurance  companies  and  securities  firms.  The  capital  markets  will  operate  more  efficiently  if  this 
is  so.  Such  protection  is  also  becoming  more  desirable  as  companies  design  products  which  are  an 
effective  substitute  for  a  deposit.  We  believe  there  is  considerable  merit  in  this  protection  being  pro¬ 
vided  by  an  industry-sponsored  plan. 

The  securities  industry,  through  the  National  Contingency  Fund  (NCF),  has  provided  for 
many  years  a  claims  fund  for  the  customers  of  failed  securities  firms.  We  support  the  principle  of 
this  fund  and  comment  on  its  adequacy  later. 

Both  the  life  and  property/casualty  insurance  industries  are  currently  in  the  process  of  creating 
and  implementing  their  own  industry  compensation  funds.  The  Consumers’  Association  of  Canada 
made  a  strong  case  about  the  need  to  create  these  funds  in  its  written  submission  to  us.'^  We 
welcome  these  initiatives  as  the  past  experience  of  the  NCF  shows  that  self-regulated  industry  funds 
provide  the  additional  benefit  of  encouraging  active  and  effective  solvency  regulation  by  the  industry 
itself.  The  existence  of  the  NCF  has  contributed  to  the  adoption  by  industry  self-regulatory  bodies 
of  stringent  solvency  standards  and  effective  reporting  and  monitoring  systems.  We  believe  that  it 
is  of  paramount  importance  that  compensation  funds  be  established  by  the  insurance  industry  with 
appropriate  approval  from  regulatory  authorities.  As  an  effective  incentive  for  the  timely  implemen¬ 
tation  of  these  funds,  we  propose  that  no  extension  of  the  powers  of  life  and  property/casualty  in¬ 
surers  be  enacted  until  the  funds  are  in  place.  To  ensure  that  market  discipline  continues  to  play 
a  role  when  purchasers  of  insurance  make  investment  decisions,  we  consider  that  coinsurance  is  a 
desirable  element  of  industry  compensation  funds.  Accordingly,  we  recommend  that: 
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6.  Industry  Compensation  Funds 

A  basic  principle  of  public  policy  should  be  to  accelerate  the  development  and  implementation 
of  industry  compensation  funds  for  the  protection  of  individuals  who  have  property  and  casual¬ 
ty  insurance  policies  or  life  insurance  policies.  In  pursuit  of  this  principle,  any  extension  of  the 
powers  of  property  and  casualty  firms,  or  of  life  insurance  firms,  which  require  legislative  change 
should  be  held  in  abeyance  until  industry  compensation  funds  that  have  satisfied  the  regulatory 
authorities  are  in  place.  Coinsurance  features  should  be  viewed  as  a  desirable  element  of  any 
proposed  industry  compensation  fund. 

At  our  public  hearings  and  in  their  written  submission  ,  the  farm  mutuals  described  the 
efficacy  of  their  current  industry  compensation  fund  and  argued  that  this  fund’s  existence  obviated 
any  need  for  participation  by  farm  mutuals  in  an  industry-wide  property /casualty  insurance  fund. 
We  were  impressed  by  the  farm  mutuals’  description  of  their  fund  and  its  past  record  and  agree  that, 
as  long  as  their  fund  has  the  approval  of  the  regulatory  authorities,  they  should  not  be  required  to 
participate  in  any  other  industry-wide  fund  to  the  extent  of  their  farm  mutual  business. 

Extra-Provincial  Financial  Institutions 

Many  of  the  financial  institutions  carrying  on  business  in  Ontario  are  incorporated  extra- 
provincially.  However,  these  institutions  must  be  licensed  by  the  Government  of  Ontario  before  they 
may  operate  in  this  province.  By  issuing  a  licence,  the  Government  of  Ontario  must  be  deemed  to 
bear  some  responsibility  for  Ontario  residents  who  have  deposits,  acquire  investments  or  insure  with 
any  of  these  institutions,  and  hence  may  be  exposed  to  some  risk  of  loss  arising  from  the  imprudent 
management  of  such  institutions. 

We  addressed  the  consequences  of  this  responsibility  in  Chapter  III,  noting  that  reliance 
upon  the  so-called  equals  approach  remains  essential  for  the  time  being.  We  recognize  that  the  equals 
approach  may  raise  issues  of  extraterritoriality  and  in  any  event  places  a  considerable  burden  on 
Ontario  regulators.  However,  once  the  industry  compensation  funds  which  we  have  just  recommended 
are  in  place,  the  Government  of  Ontario  could  meet  a  large  part  of  the  responsibility  it  acquires  by 
licensing  extra-provincial  institutions  if  it  required  all  such  institutions  to  be  participants  in  the  in¬ 
surance  or  compensation  fund  that  is  relevant  to  their  business  and  has  been  approved  by  the  provin¬ 
cial  regulatory  authorities  as  offering  a  reasonable  expectation  of  recovery  to  Ontario  residents  in 
the  event  of  insolvency.  Accordingly,  we  recommend  that: 

7.  Licensing  of  Extra-Provincial  Financial  Institutions 

It  should  become  a  condition  of  licensing  in  Ontario  that  a  financial  institution  be  part  of  an 
insurance  or  compensation  fund  that  has  been  approved  by  provincial  regulatory  authorities 
and  that,  in  the  opinion  of  these  regulatory  authorities,  offers  a  reasonable  expectation  of  recovery 
to  Ontario  residents  in  the  event  of  the  insolvency  of  the  institution. 

Deposit  Equivalents 

As  noted  previously,  the  recent  trend  towards  increased  competition  among  different  sec¬ 
tors  of  the  financial  services  industry  for  a  larger  share  of  the  total  investment  dollars  of  Canadians 
has  resulted  in  a  great  deal  of  innovation,  but  also  has  produced  a  blurring  of  the  distinctions  bet¬ 
ween  the  products  and  services  offered  by  the  various  sectors  of  the  industry.  There  are  several  ex¬ 
amples  of  deposit  equivalents  which  have  been  created  by  both  financial  and  non-financial  companies: 
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securities  firms  are  marketing  creatively  packaged  free  credit  balances  providing  high  daily  interest 
rates,  chequing  privileges  and  a  credit  facility;  life  insurance  companies  are  offering  short-term  an¬ 
nuities  which  are  not  contingent  upon  the  life  of  the  annuitant  and  which  may  have  a  term  of  only 
a  few  days;  and  retailers,  through  advance  payments  on  customers’  credit  card  balances,  are  offering 
a  service  that  has  some  of  the  features  of  a  deposit  account  at  a  bank,  credit  union  or  trust  company. 

By  enacting  deposit  insurance  schemes,  governments  have  recognized  that  the  savings  of 
Canadians  entrusted  to  deposit-taking  institutions  should  be  given  a  greater  degree  of  protection  than 
the  claims  of  an  unsecured  creditor.  The  rationale  for  this  policy  applies  to  all  forms  of  savings  hav¬ 
ing  the  characteristics  of  deposits,  regardless  of  their  appellation.  It  would  be  unfortunate  if  the  financial 
system  is  allowed  to  develop  so  that  deposits  called  such  are  insured  while  their  equivalents  are  not. 
The  rapidly  increasing  competition  for  savings  makes  this  a  distinct  possibility.  Accordingly,  we 
believe  it  is  essential  for  the  government  to  develop  a  policy  as  to  the  appropriate  protection  to  be 
afforded  to  the  functional  equivalents  of  deposits  whether  these  are  to  be  offered  by  financial  or  non- 
financial  institutions.  We  believe  that  the  government  should  act  prospectively  in  developing  this 
policy  rather  than  waiting  for  the  issue  to  reach  serious  proportions  before  dealing  with  it.  It  is  clear 
that  the  public  is  not  willing  to  tolerate  any  significant  risk  in  respect  of  its  savings  and,  if  for  no 
other  reason,  this  public  expectation  makes  the  development  of  such  a  policy  imperative. 

In  this  context,  the  activities  of  securities  firms  merit  special  comment  in  our  view.  Certain 
members  of  the  industry  are  marketing  aggressively  their  free  credit  balance  accounts.  While  one 
firm  has  structured  its  account  in  conjunction  with  a  chartered  bank  so  that  cash  balances  are  insured 
by  Canada  Deposit  Insurance  Corporation,  other  accounts  are  backstopped  only  by  the  National  Con¬ 
tingency  Fund.  The  potential  growth  of  these  new  accounts  is  tremendous  (although  there  is  current¬ 
ly  some  consumer  lethargy  about  their  acceptance)  and  we  believe  that  the  Government  of  Ontario 
should  review  the  adequacy  of  the  NCF  within  the  context  of  this  potential  growth.  The  testimony 
of  one  representative  of  the  Securities  Industry  Capital  Markets  Committee  before  our  public  hear¬ 
ings  shows  that  our  concern  about  the  adequacy  of  the  NCF  to  cover  these  new  accounts  is  shared 
by  industry  members.'^  In  light  of  all  of  the  above  considerations,  we  recommend  that: 

8.  Deposit  Equivalents 

The  Government  of  Ontario  should  undertake  to  examine  contractual  arrangements  equivalent 
to  deposits  which  are  being  developed  by  Hnancial  and  non-financial  enterprises  to  determine 
whether  these  new  methods  of  accumulating  savings  should  receive  the  same  protection  afford¬ 
ed  to  traditional  deposit  instruments.  This  examination  should  include  a  review  of  the  adequacy 
of  the  securities  industry’s  National  Contingency  Fund  with  particular  attention  to  the  growth 
in  the  size  of  free  credit  balances  held  with  securities  firms. 

The  Role  of  Canada  Deposit  Insurance  Corporation 

Canada  Deposit  Insurance  Corporation,  which  is  a  federally  incorporated  and  regulated 
organization,  is  authorized  to  insure  the  deposits  of  banks,  trust  companies  and  loan  companies  car¬ 
rying  on  business  in  Ontario.  The  chartering  of  banks  is  the  exclusive  preserve  of  the  federal  govern¬ 
ment,  while  insured  trust  and  loan  companies  may  be  incorporated  either  federally  or  provincially. 
Pursuant  to  the  draft  provisions  of  the  Loan  and  Trust  Corporations  Act  (the  “Draft  Act’’),  coverage 
by  CDIC  will  be  a  requirement  of  incorporation  in  Ontario.  CDIC  is  not  involved  currently  in  the 
regulation  and  supervision  of  member  institutions;  these  roles  in  general  are  performed  by  the  regulator 
in  the  jurisdiction  in  which  the  insured  institution  was  incorporated. 

The  Wyman  Committee  report  recommended  that  CDIC  acquire  powers  to  allow  it  to  become 
more  actively  involved  in  the  regulation  and  supervision  of  its  members."'’  In  making  this  recom- 
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mendation  the  V/yman  Committee  commented  favourably  on  the  powers  of  the  Federal  Deposit  In¬ 
surance  Corporation  which  actively  regulates  and  supervises  financial  institutions,  both  state  and  federal¬ 
ly  incorporated,  in  the  United  States.^’  Notwithstanding  the  U.S.  experience,  we  consider  that  the 
Wyman  Committee’s  recommendation  of  this  expanded  role  for  CDIC  overlooks  the  continuing  respon¬ 
sibility  of  provincial  governments  for  regulating  the  deposit-taking  institutions  under  their  jurisdic¬ 
tion.  We  are  also  most  concerned  to  avoid  any  unnecessary  duplication  of  regulation  that  would  in¬ 
cur  unjustifiable  cost  to  the  consumer  and  the  taxpayer.  We  recognize  as  well  that  CDIC  has  signifi¬ 
cant  exposure  for  insured  loan  and  trust  corporations  which  are  provincially  chartered. 

Several  submissions,^^  both  oral  and  written,  advanced  the  need  for  better  harmonization 
of  federal  and  provincial  regulation.  The  Canadian  Bankers’  Association,  in  particular,  commented 
on  the  Wyman  Committee’s  proposal  to  give  expanded  regulatory  and  supervisory  powers  to  CDIC. 
The  CBA  felt  that  CDIC  should  not  become  involved  in  regulation  or  supervision,  being  especially 
concerned  about  the  costs  of  duplicated  efforts.  As  an  alternative,  the  CBA  stated  that  CDIC  should 
work  closely  with  the  regulators  to  establish  uniform  regulatory  standards.  CDIC,  if  concerned  about 
the  solvency  or  practices  of  a  member  institution,  should  work  with  the  regulator  to  structure  an 
appropriate  response,  always  having  the  power  to  withdraw  deposit  insurance  to  ensure  that  its  con¬ 
cerns  are  heard  by  the  regulator. 

We  fully  endorse  a  non-duplicative  approach  to  regulation  in  a  framework  that  will  facilitate 
and  encourage  effective  co-operation.  The  interests  of  federal  regulatory  authorities,  provincial 
regulatory  authorities  and  CDIC  are  common;  to  ensure  a  solvent  and  vigorous  financial  industry 
through  sound  regulation.  We  do  not  advocate  transferring  any  of  the  functions  performed  by  the 
present  regulatory  authorities  to  CDIC  but  we  do  discern  a  role  for  CDIC  beyond  the  provision  of 
insurance  coverage.  We  have  recommended  already  in  this  chapter  that  CDIC  should  register  deposit 
brokers  and  receive  information  from  deposit-taking  institutions  on  their  use  of  deposit  brokers.  This 
information  should  be  shared  with  both  federal  and  provincial  regulatory  authorities.  We  favour  a 
formal  federal-provincial  agreement  which  would  delineate  the  respective  roles  of  federal  regulators, 
provincial  regulators  and  CDIC,  and  establish  clear  obligations  on  all  parties  to  exchange  informa¬ 
tion  among  themselves. 

We  discern  as  well  that  the  corporate  board  of  CDIC  could  play  a  vital  role  in  pooling  the 
information,  experience  and  perspectives  of  the  key  constituencies  involved  in  promoting  the  solven¬ 
cy  of  deposit-taking  institutions.  As  currently  constituted,  the  board  of  directors  of  CDIC  is  com¬ 
prised  of  the  persons  holding  the  federal  offices  of  the  Governor  of  the  Bank  of  Canada,  the  Deputy 
Minister  of  Finance,  the  Superintendent  of  Insurance  and  the  Inspector  General  of  Banks  as  well 
as  a  private  sector  chairman  appointed  by  the  Governor  in  Council,  on  the  recommendation  of  the 
Minister  of  Finance.  In  submissions  to  us,  the  CBA  and  the  Trust  Companies  Association  of  Canada 

both  argued  for  industry  representation  on  the  board  of  directors  of  CDIC.  In  fact,  the  Wyman 
Committee’s  report  has  recommended  that  three  further  private  sector  directors  be  appointed  to  the 
board. We  endorse  private  sector  directors  for  CDIC  because  industry  perspectives  concerning 
emerging  trends  and  practices  in  the  financial  community  are  of  enormous  assistance  in  discerning 
changing  risk  patterns  among  deposit-taking  institutions.  The  remaining  constituency  that  should  be 
represented  on  the  CDIC  board  is  that  of  provincial  trust  and  loan  company  regulators.  We  consider 
it  most  advisable  that  the  Government  of  Ontario  should  make  representations  to  the  Government 
of  Canada  requesting  that  at  least  three  positions  on  the  CDIC  board  be  allocated  to  individuals  hav¬ 
ing  regulatory  responsibility  for  provincially  chartered  loan  and  trust  companies.  It  should  be  clearly 
understood  that  the  actual  appointment  of  the  provincial  regulators,  like  that  of  the  industry  represen¬ 
tatives,  would  be  the  prerogative  of  the  Governor  in  Council.  A  CDIC  board  whose  membership 
includes  federal,  provincial  and  industry  representatives  has  major  potential  for  fostering  effective 
regulation,  eliminating  unnecessary  duplication  and  sharing  information.  In  light  of  these  considera¬ 
tions,  we  recommend  that: 
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9.  CDIC  Supervisory  Functions 

a)  A  formal  federal-provincial  agreement  should  be  developed  pursuant  to  which  the  federal 
regulatory  authorities  would  be  primarily  responsible  for  regulating  and  supervising  federal¬ 
ly  chartered  financial  institutions,  the  provincial  regulatory  authorities  would  be  primari¬ 
ly  responsible  for  regulating  and  supervising  provincially  chartered  institutions,  and  both 
sets  of  regulatory  authorities  would  have  similar  obligations  to  disclose  and  exchange  in¬ 
formation,  including  information  as  to  any  inordinate  risks  being  assumed  by  such  institu¬ 
tions  between  themselves  and  with  Canada  Deposit  Insurance  Corporation  (CDIC). 

b)  The  Ciovernment  of  Ontario  should  make  representations  to  the  Government  of  Canada 
requesting  that  at  least  three  persons  having  regulatory  responsibilities  in  respect  of  pro¬ 
vincially  chartered  trust  and  loan  companies  be  selected  to  sit  on  the  board  of  CDIC. 
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Financial  Institutions:  Their  Ownership,  Internal  Practices 
and  Investment  Powers 

The  Ownership  of  Financial  Institutions 

The  purpose  of  this  chapter  is  to  develop  the  principles  relating  to  ownership,  internal  prac¬ 
tices  and  investment  powers  that  the  Task  Force  believes  should  apply  generally  throughout  the  financial 
services  industry.  We  have  considered  the  ownership  of  securities  firms  separately  in  Chapter  X 
so  that  our  discussion  here  deals  only  with  the  ownership  of  financial  intermediaries. 

Many  of  the  submissions  made  to  the  Task  Force  related  to  the  question  of  whether  finan¬ 
cial  institutions  should  be  widely  or  closely  held.  The  evidence  given  during  our  public  hearings 
and  the  increasing  prevalence  of  closely-held  financial  institutions  has  caused  us  mounting  concern 
about  ownership  issues  in  the  course  of  our  deliberations. 

At  one  level,  this  concern  is  rooted  in  the  association  between  closely-held  ownership  and 
self-dealing.  As  we  pointed  out  in  Chapter  II  of  this  Report,  as  many  as  one  half  of  the  failures  or 
near  failures  of  Canadian  financial  institutions  since  1980  may  be  attributed  to  the  fraud  or  self-dealing 
of  the  owners  of  those  institutions.  It  was  because  of  our  concern  over  self-dealing  that  in  our  In¬ 
terim  Report  we  felt  called  upon  to  recommend  stringent  prohibitions  against  this  practice.  As  noted 
earlier,  the  terms  of  deposit  insurance  coverage  and  high  leverage  mean  that  shareholders  of  deposit¬ 
taking  institutions  in  particular  have  a  strong  incentive  to  take  risks,  which  may  be  harmful  to  the 
institution  if  they  prove  unjustified.  Closely-held  ownership  accelerates  this  risk  by  providing  an  en¬ 
vironment  in  which  depositors’  interests,  managerial  interests  and  the  interests  of  minority  shareholders 
can  be  subordinated  easily  to  the  interests  of  the  dominant  shareholder  and  greatly  increases  the  risk 
of  self-dealing. 

The  Task  Force  recognizes  that  a  closely-held  financial  institution  can  be  managed  efficiently 
and  successfully.  There  are  certainly  examples  where  controlling  shareholders  have  been  a  benefi¬ 
cent  force  requiring  excellent  management  and  a  high  standard  of  conduct.  Nevertheless,  experience 
shows  that  controlling  shareholders  may  also  subvert  the  purposes  of  a  financial  institution,  using 
its  resources  as  though  these  were  their  own.  Experience  has  shown  that  controlling  shareholders  all 
too  frequently  have  disposed  fraudulently  of  the  assets  of  the  institutions  that  they  controlled.  The 
Task  Force  also  recognizes  that  widely-held  institutions  are  not  insulated  from  practices  that  lead 
to  failure,  as  the  recent  Canadian  bank  failures  sadly  indicate,  but  it  remains  clear  that  closely-held 
institutions  are  particularly  vulnerable  to  unscrupulous  and  questionable  practices. 

However,  insolvency  is  not  the  only  danger  arising  in  closely-held  institutions;  their  effi¬ 
ciency  is  at  stake.  Such  institutions  can,  and  frequently  do,  enter  into  transactions  with  the  controll¬ 
ing  shareholders,  or  with  interests  associated  with  them,  which  are  not  fraudulent  in  their  nature. 
In  such  circumstances  the  management  may  be  tempted  to  bargain  less  resolutely  with  its  controlling 
shareholder  than  it  would  in  an  arm’s  length  transaction.  The  best  assurance  that  a  corporation  is 
acting  to  advance  its  own  interest  is  for  it  to  be  managed  by  managers  who  are  acting  at  arm’s  length 
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from  those  with  whom  they  do  business.  Indeed,  the  benchmark  of  an  arm’s  length  transaction  is 
a  universally  recognized  criterion  of  market  value.  When  transactions  are  entered  into  between  an 
institution  and  its  controlling  shareholder,  steps  are  often  taken  to  ensure  that  the  result  is 
equivalent  to  what  would  have  been  attained  in  an  arm’s  length  transaction.  Sometimes  such  transac¬ 
tions  are  submitted  for  approval  to  a  committee  of  independent  directors.  No  matter  how  vigorously 
this  ideal  is  pursued  the  measures  taken  must  always  be  regarded  as  a  second-best  alternative  because 
the  persons  making  the  judgment  can  never  be  sure  that  the  management  is  as  aggressive  in  pursuit 
of  the  financial  institution’s  objectives  as  it  would  be  if  it  were  not  bargaining  with  the  controlling 
shareholder.  Obviously,  an  even  greater  danger  exists  where  the  controlling  shareholder  has  caused 
directors  to  be  appointed  who  are  independent  in  name  only.  As  one  witness  said  pliant  directors 
may  be  found  who  will  serve  as  independent  directors,  but  who  will  be  very  conscious  of  the  wishes 
of  the  controlling  shareholder.' 

These  dangers,  we  hope,  can  be  avoided  by  the  strictest  possible  controls  on  self-dealing 
to  limit  the  transactions  between  financial  institutions  and  their  controlling  shareholders  to  situations 
where  a  market  value  is  readily  available.  However,  there  can  be  no  doubt  that  even  the  strictest 
regulation  will  never  provide  the  assurance  given  by  an  arm’s  length  transaction.  In  the  end,  assurance 
that  self-dealing  will  not  arise  in  situations  of  closely-held  ownership  requires  a  belief  in  the  integrity 
of  controlling  owners  and  in  the  capacity  of  regulators  to  enforce  self-dealing  prohibitions.  The  evidence 
is  more  than  sufficient  to  convince  us  that  these  beliefs  rest  on  unsafe  foundations  as  not  all  controll¬ 
ing  owners  have  acted  honestly  and  regulators  have  not  always  been  able  to  ascertain  the  real  nature 
and  effect  of  some  transactions.  While  we  have  lost  none  of  our  ardour  for  self-dealing  prohibitions, 
we  have  been  led  to  consider  the  extent  to  which  such  prohibitions  constitute  a  second-best  solution, 
second  best  because  it  would  have  been  preferable  to  prohibit  closely-held  ownership  in  the  first  place. 

Self-dealing  considerations  aside,  we,  like  a  number  of  other  observers,  have  been  concern¬ 
ed  with  the  prevalence  of  closely-held  ownership  at  a  second  level.  We  refer  to  the  ongoing 
developments  whereby  financial  institutions  have  become  affiliated  with  conglomerates  whose  holdings 
are  a  mixture  of  real,  that  is  commercial,  and  financial  enterprises. 

For  many  years  there  has  been  an  almost  complete  division  in  North  America  between  the 
real  and  financial  sectors  of  the  economy.  The  system  is  in  marked  contrast  to  that  prevailing  in 
some  countries  in  Europe  and  in  Japan  where  the  financial  institutions  that  serve  as  intermediaries 
between  the  savers  of  capital  and  the  users  of  capital  have  had  very  close  associations  with  the  users. 
The  Task  Force  believes  that  the  existing  system  has  served  Canada  well,  developing  as  it  has  a 
very  efficient  capital  market.  The  system  imposes  a  discipline  on  the  users  of  capital  because  they 
must  satisfy  the  financial  intermediaries  of  the  feasibility  of  the  purpose  for  which  they  seek  funds. 
It  is  the  view  of  the  Task  Force  that  this  desirable  distinction  will  be  best  maintained  if  financial 
institutions  are  not  under  the  control  of  those  who  are  heavily  involved  in  the  real  sectors  of  the  economy. 

The  Task  Force  is  also  concerned  about  the  possibility  of  significant  concentration  in  the 
ownership  of  financial  institutions.  Some  of  the  submissions  made  by  users  of  the  system  reflected 
a  concern  that  the  sources  of  financing  might  fall  into  too  few  hands.  In  our  view,  confidence  in 
the  fairness  of  the  system  is  more  likely  to  be  attained  by  a  diversification  of  the  ownership  of  the 
system  than  by  concentration.  As  the  organizational  charts  of  Power  Corporation  and  Edper  Investments 
Ltd.  reproduced  herein  indicate,  the  recent  growth  of  financial  holding  companies  has  brought  about 
an  unprecedented  conglomeration  of  ownership  in  the  Canadian  financial  services  industry. 

The  Task  Force  does  not  believe  there  is  any  compelling  need  to  encourage  the  develop¬ 
ment  of  closely-held  institutions  to  secure  an  efficient  system  permitting  Canadian  institutions  to  compete 
effectively  at  home  and  abroad.  Canada  has  been  able  to  develop  a  very  effective  banking  system 
which  is  very  widely  held,  yet  has  clearly  been  able  to  obtain  the  financing  and  management  required 
to  operate  effectively  in  Canada  and  elsewhere. 
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It  seems  self-evident  that  the  financial  institutions  entrusted  with  the  savings  of  Canadians 
should  be  managed  with  the  primary  objective  of  achieving  the  best  possible  results  for  the  financial 
institutions  and  their  customers.  Because  of  the  threat  to  solvency  posed  by  self-dealing  in  closely- 
held  institutions  and  because  of  the  potentially  undesirable  concentration  of  power  evident  in  the  develop¬ 
ment  of  conglomerates,  the  Task  Force  believes  that,  on  balance,  this  objective  is  more  likely  to 
be  achieved  by  widely-held  than  closely-held  institutions.  Thus  we  have  concluded  that  the  bias  of 
public  policy  should  be  in  favour  of  having  financial  institutions  widely  held.  Accordingly,  we  recom¬ 
mend  that: 

1.  Widely-Held  Ownership  as  a  Policy  Principle 

A  basic  principle  of  public  policy  should  be  to  encourage  the  development  of  widely-held,  rather 
than  closely-held,  financial  institutions. 


The  Task  Force  acknowledges  that  this  goal  cannot  be  quickly  attained,  having  regard  to 
the  many  institutions  that  are  now  closely  held.  Nonetheless,  the  principle  can  and  should  be  pursued 
in  a  way  directed  to  avoiding  any  further  concentration  of  ownership  and  to  maintaining  and  enlarg¬ 
ing  the  widely-held  sector  of  the  Canadian  financial  system.  The  Task  Force  has  rejected  the  alter¬ 
native  of  forced  immediate  divestiture,  believing  that  the  disruption  arising  from  a  requirement  of 
this  type  would  be  excessive.  However,  a  gradual  change  could  be  effected  as  the  ownership  of  these 
institutions  changes  from  time  to  time  and  as  new  entrants  seek  approval  to  engage  in  the  financial 
services  business. 

In  our  view,  pursuing  the  principle  in  practice  requires  that,  whenever  an  application  is  made 
for  approval  of  a  new  charter  or  a  change  in  control,  preference  should  be  given  to  the  acquisition 
of  control  by  a  widely-held  corporation.  Approval  should  only  be  given  to  applications  by  closely- 
held  businesses  when  there  is  a  clearly  perceived  need  for  new  participation  in  the  industry.  A  major 
consideration  in  granting  approval  should  be  whether  the  applicant  has  plans  to  increase  public  par¬ 
ticipation  with  a  view  to  becoming  widely  held. 

Furthermore,  the  pursuit  of  the  principle  of  widely-held  ownership  should  make  policy-makers 
particularly  wary  of  ownership  patterns  that  have  caused  financial  institutions  to  become  affiliated 
with  conglomerates  whose  holdings  are  a  mixture  of  commercial  and  financial  enterprises.  When 
approval  is  sought  for  changes  in  ownership  or  for  the  right  to  carry  on  a  financial  business,  the 
regulatory  authorities  should  favour  applications  by  widely-held  institutions  that  intend  to  confine 
their  business  activities  to  financial  businesses.  The  involvement  of  such  an  applicant  in  businesses 
other  than  the  financial  business  should  be  regarded  as  a  major  impediment  to  a  successful  applica¬ 
tion.  Accordingly,  we  recommend  that: 

2.  Approval  of  New  Entrants  and  of  Changes  in  Ownership  and  Control 

In  line  with  a  policy  to  encourage  the  development  of  widely-held  institutions,  the  regulatory 
authorities  should: 

(i)  favour,  when  approval  is  sought  for  new  charters  or  for  changes  in  ownership 
and  control,  applications  by  widely-held  institutions  that  intend  to  confine 
their  activities  to  the  financial  business; 
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(ii)  refrain  from  approving  the  creation  of  closely-held  institutions  unless  there  is 
evident  need  for  ne«  entrants  to  a  financial  services  market  and  the  closely- 
held  applicant  has  clear  plans  to  increase  public  participation  with  a  view  to 
becoming  widely  held. 

The  objective  of  increasing  widely-held  ownership  of  financial  institutions  is  not  consistent 
with  measures  that  would  result  in  further  additions  to  the  existing  numbers  of  closely-held  institu¬ 
tions  on  any  other  levels.  The  Task  Force  has  considered  the  recent  federal  proposals  to  permit  closely- 
held  banks  and  does  not  agree  with  or  support  them.  The  so-called  Green  Paper  puts  forth  the  con¬ 
cept  of  a  new  category^  of  Canadian-owned  banks,  Schedule  C  banks,  which  would  be  permitted  to 
be  closely  held  by  a  financial  holding  company."  Under  the  current  federal  Bank  Act,  no  single 
shareholder  may  own  more  than  ten  percent  of  a  Schedule  A  bank,  except  during  an  early  develop¬ 
ment  phase.  As  a  result,  the  major  banks  in  Canada  are  now  widely  held  in  contrast  to  other  financial 
institutions  which  have  no  limitations  on  individual  domestic  ownership.  We  are  concerned  that,  apart 
from  banks,  much  of  the  Canadian  financial  system  is  rapidly  becoming  dominated  by  a  small  group 
of  corporations  and  individuals.  In  our  view,  the  existing  banking  laws  provide  a  necessary  and  desirable 
diversification  of  the  financial  system,  without  which  the  trend  towards  concentration  of  ownership 
would  be  virtually  unchecked.  We  consider  that  the  current  federal  proposals  represent  a  major  departure 
from  the  spirit  of  existing  banking  legislation  which  is  in  line  with  our  advocated  policy  of  encourag¬ 
ing  a  widely-held  financial  industry.  Accordingly,  we  recommend  that: 

3.  Banks  as  Widely-Held  Institutions 

The  Government  of  Ontario  should  communicate  to  the  Government  of  Canada  that  it  strongly 
endorses  the  current  federal  legislation  requiring  that  domestically-owned  banks  be  widely-held 
institutions  and  that  exemptions  from  this  requirement  should  not  be  permitted. 

We  have  been  interested  and  encouraged  by  some  other  aspects  of  the  federal  Green  Paper, 
however.  The  existing  regulatory  system  in  Canada  has  not  taken  into  account  the  increasing  presence 
and  growth  of  conglomerates  in  the  financial  services  industry  in  recent  years.  As  a  result,  these 
operate  in  an  essentially  unregulated  environment  at  the  level  of  the  holding  company.  We  agree 
with  the  principle,  expressed  in  the  federal  discussion  paper,  that  conglomerates  with  ownership  in¬ 
terests  in  the  financial  industry  should  be  brought  within  the  financial  regulatory  system.  The  impor¬ 
tance  of  regulatory'  mechanisms  to  ensure  the  solvency  of  participants  in  this  industry  extends  to  those 
companies  that  own  financial  institutions  as  well  as  to  the  institutions  themselves.  When  the  parent 
or  holding  company  has  interests  in  more  than  one  financial  institution,  and  these  are  subject  to  dif¬ 
ferent  legislative  regimes,  the  importance  of  having  regulatory  mechanisms  in  place  is  even  more 
crucial.  Clearly  the  movement  of  capital  among  various  commonly-held  institutions  may  be  critical 
to  the  solvency  of  any  one  affiliate  or,  indeed,  given  the  extent  of  the  holdings  of  some  conglomerates, 
to  the  preservation  of  confidence  in  the  system  as  a  whole. 

Ow'nership  links  in  the  financial  services  sector  demand  that  some  consistent  structure  be 
developed  so  that  where  different  types  of  financial  institutions  are  regulated  under  different  statutes, 
their  common  ownership  is  subject  to  a  regulatory  authority.  In  our  view,  the  most  appropriate  means 
of  meeting  this  objective  is  through  the  licensing  and  regulation  of  financial  holding  companies.  There 
may  be  worthwhile  alternatives  to  regulating  the  holding  company  structure  which  achieve  the  same 
objective  but  none  has  been  brought  to  the  attention  of  this  Task  Force.  Whatever  the  form  of  regula¬ 
tion.  and  we  prefer  the  financial  holding  company  structure,  it  is  apparent  that  immediate  attention 
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should  be  given  to  regulating  these  ownership  links  in  the  financial  services  industry  before  greater 
degrees  of  conglomeration  develop.  We  do  not  agree  with  the  proposal  to  exclude  Schedule  A  banks 
from  access  to  the  financial  holding  company  structure  because  this  would  discriminate  against  the 
key  widely-held  segment  of  the  Canadian  financial  system.  Accordingly,  we  recommend  that: 

4.  Financial  Holding  Companies  as  Public  Policy 

It  should  be  a  principle  of  public  policy  that  ownership  links  between  financial  institutions 
operating  under  different  legislation  should  be  permitted  only  through  a  financial  holding  com¬ 
pany,  and  that  the  financial  holding  company  device  should  be  made  available  to  domestically- 
owned  banks  as  well  as  to  other  types  of  financial  institutions. 

We  consider  it  most  important  that  there  be  consistency  in  the  federal  and  provincial  ap¬ 
proaches  to  the  regulation  of  ownership  links  in  the  financial  services  industry.  Financial  institutions 
and  their  holding  companies  should  be  properly  regulated  by  the  responsible  jurisdiction.  Ontario’s 
authority  over  the  operation  of  certain  financial  institutions  in  this  province  imposes  a  responsibility 
to  the  Ontario  public  to  regulate  Ontario  financial  holding  companies  with  ownership  interests  in 
these  institutions.  The  possibility  of  such  regulation  was  foreseen  in  the  1983  Ontario  White  Paper^ 
on  the  Loan  and  Trust  Corporations  Act  and  the  advent  of  similar  legislation  at  the  federal  level  argues 
for  provincial  entry  to  the  field  now  to  ensure  consistency  of  regulatory  systems  at  both  levels  of 
government. 

It  is  our  considered  opinion  that  the  requirement  for  a  provincial  holding  company  should 
be  triggered  by  the  occurrence  of  an  ownership  level  of  more  than  ten  percent.  Where  an  individual 
or  corporation  has  acquired  a  greater  than  ten  percent  equity  interest  in  any  provincially-chartered 
financial  institution  and  also  has  ownership  interests  to  the  same  extent  in  any  other  financial  institu¬ 
tion  regulated  under  different  legislation,  a  provincial  financial  holding  company  should  be  mandatory. 

The  only  exception  to  this  rule  should  be  the  ownership  of  a  securities  firm.  Here  different 
considerations,  discussed  in  Chapter  X,  apply. 

The  requirement  of  an  Ontario  financial  holding  company  should  apply,  furthermore,  not 
only  where  the  relevant  financial  institution  is  incorporated  in  Ontario  but  also  where  any  provincially- 
ehartered  institution  is  carrying  on  business  in  this  provinee.  Accordingly,  vve-  recommend  that: 

5.  Provincial  Financial  Holding  Companies 

The  Government  of  Ontario  should  prepare  provincial  legislation  which  will  impose  a  financial 
holding  company  requirement  with  respect  to  commonly-held  Hnancial  institutions  that  are 
operating  under  different  legislation  and  are  provincially  chartered. 

Whether  the  current  federal  discussion  paper  proposals  become  law  or  some  other  form  of 
regulation  of  conglomerates  is  devised  by  the  federal  government,  the  relevant  regulatory  mechanisms 
should  be  common  to  both  jurisdictions.  We  favour  the  financial  holding  company  approach,  but, 
if  this  is  not  adopted,  we  favour  an  approach  which  is  common  to  the  federal  and  provincial  authorities. 
If  the  provincial  policy  were  to  differ  significantly  from  federal  policy  on  financial  holding  com¬ 
panies,  it  would  only  add  further  confusion  to  the  Canadian  regulatory  environment. 

We  have  considered  the  various  aspects  of  regulation  to  which  financial  holding  companies 
should  be  subjected.  For  its  part,  the  federal  Green  Paper  outlined  a  number  of  principles  that  should 
be  adopted  in  determining  the  powers  and  regulation  of  holding  companies.  We  are  in  general  agree- 
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ment  with  the  direction  taken  by  these  proposals.  In  addition,  there  are  a  number  of  other  areas  that 
require  specific  action. 

With  respect  to  the  sources  of  funding  of  financial  holding  companies,  it  is  essential  to  the 
solvency  of  these  enterprises  that  the  source  and  integrity  of  initial  capital  should  be  determined  at 
the  outset.  During  subsequent  supervision  of  these  businesses,  changes  in  the  source  of  funding  should 
be  traced  and  assessed  carefully  together  with  any  changes  in  the  quality  of  the  original  capital  source. 

The  relationship  between  the  holding  company  and  its  affiliated  financial  institutions  requires 
strict  regulation.  Affiliated  as  used  in  this  chapter  means  the  same  ten  percent  test  which  we  recom¬ 
mend  should  trigger  the  financial  holding  company  requirement.  Financial  institutions  should  not 
be  permitted  to  own  equity  in  the  holding  company  and  the  transfer  of  funds  among  institutions  under 
the  same  holding  company  should  be  subject  to  clear  regulatory  controls.  Similarly,  restrictions  on 
the  proportion  of  shares  held  by  a  specific  party  should  be  applied  on  a  consolidated  basis  to  the 
holding  company  as  well  as  to  the  financial  institutions  with  which  it  is  affiliated. 

When  a  financial  holding  company  is  affiliated  with  a  commercial  as  distinct  from  a  finan¬ 
cial  firm,  there  also  should  be  a  prohibition  on  transactions  between  that  commercial  firm  and  any 
affiliated  financial  institution. 

We  would  also  propose  to  tighten  further  the  restrictions  on  cross-directorships  set  out  in 
the  Green  Paper,  which  suggest  that  affiliated  financial  institutions  could  have  up  to  25  percent  of 
these  directors  serving  on  more  than  one  board.  Under  those  restrictions,  a  significant  shareholder 
or  a  control  group  of  a  financial  holding  company  could  be  directly  involved  in  each  of  the  affiliated 
companies,  leading  to  a  potential  for  conflicts  of  interest  and  a  lack  of  independence  on  the  part  of 
the  affiliates.  In  order  to  contribute  to  the  independence  of  companies  within  a  holding  company 
which  are  competing  with  one  another,  we  propose  that  no  one  director  of  a  financial  institution 
be  allowed  to  sit  on  the  board  of  any  other  financial  institution  unless  one  is  a  subsidiary  of  the  other. 
No  director  of  a  financial  institution  should  be  allowed  to  serve  as  a  director  of  an  affiliated  financial 
institution  when  those  institutions  are  competing  with  one  another  in  any  facet  of  their  businesses. 
Thus,  a  director  of  a  trust  company  would  not  be  permitted  to  sit  on  the  board  of  an  affiliated  in¬ 
surance  company  when  they  were  both  engaged  in  the  mortgage  business  or  in  providing  what  are, 
effectively,  deposit  instruments.  We  propose  that  up  to  one-third  of  the  directors  of  the  holding  com¬ 
pany  be  permitted  to  serve  on  the  boards  of  its  affiliated  financial  institutions. 

Many  of  the  other  general  principles  that  we  have  recommended  throughout  this  Report  should 
be  extended,  mutatis  mutandis,  to  financial  holding  companies.  Particular  concern  should  be  had, 
for  example,  to  develop  strict  self-dealing  and  conflict  of  interest  rules  according  to  the  policy  con¬ 
siderations  we  have  formulated  in  this  Report. 

These  issues  should  be  discussed  extensively  in  the  developmental  sessions  which  we  pro¬ 
pose  take  place  between  federal  and  provincial  authorities.  The  fullest  consultation  at  the  policy, 
planning  and  drafting  stages  of  the  process  will  ensure  consistent  legislation  and  subsequent  consis¬ 
tent  administration.  Accordingly,  we  recommend  that: 

6.  Provisions  of  Financial  Holding  Company  Legislation 

Through  its  own  initiatives  and  in  consultation  with  the  Government  of  Canada,  the  Govern¬ 
ment  of  Ontario  should  strive  to  secure  the  enactment  of  legislation  whereby  federal  and  provin¬ 
cial  financial  holding  company  legislation  will  contain  similar  provisions  with  respect  to  the 
following: 

(i)  standards  governing  the  formation  of  financial  holding  companies  that  scrutinize 
the  source  and  integrity  of  their  financing,  prohibit  financial  institutions  from 
holding  equity  in  their  holding  company,  regulate  the  transfer  of  funds  among 
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institutions  under  the  same  holding  company,  and  ensure  that  any  applicable 
restrictions  on  the  proportion  of  shares  held  by  a  specific  party  will  apply  on 
a  consolidated  basis  to  the  flnancial  holding  company  as  well  as  to  the  financial 
institutions  with  which  it  is  affiliated; 

(ii)  supervision  of  established  financial  holding  companies  that  will  ensure  continued 
adherence  to  the  standards  governing  their  formation,  require  approval  of  any 
transfer  of  ownership  or  change  in  control,  and  favour,  in  the  granting  of  such 
approval,  a  widely -held  over  a  closely -held  applicant; 

(iii)  restrictions  on  cross-directorships  that  will  stipulate  that  where  a  group  of  finan¬ 
cial  institutions  are  afHliated  with  a  flnancial  holding  company:  (1)  a  director 
of  one  flnancial  institution  shall  not  be  a  director  of  another  flnancial  institu¬ 
tion  except  where  one  flnancial  institution  is  a  subsidiary  of  the  other,  and  (2) 
no  more  than  one-third  of  the  directors  of  the  flnancial  holding  company  may 
be  directors  of  its  affiliated  flnancial  institutions. 


The  Internal  Practices  of  Financial  Institutions 

We  have  discussed  elsewhere  in  this  Report  the  public  policy  considerations  dictating  that 
the  solvency  of  financial  institutions  must  be  protected  more  carefully  than  the  solvency  of  non-fmancial 
corporations.  These  considerations  include  the  importance  of  consumer  confidence  in  the  stability 
of  the  financial  system  and  the  possible  macro-economic  consequences  of  the  failure  of  a  financial 
institution.  Consequently,  government  has  a  significant  interest  in  the  viability  of  financial  institu¬ 
tions  and  this  justifies  measures  designed  to  police  closely  the  stability  of  financial  institutions.  However, 
compliance  with  these  protective  measures  is  monitored  by  government  regulators,  who,  by  defini¬ 
tion,  must  carry  out  their  regulatory  function  from  a  vantage  point  external  to  the  financial  institu¬ 
tion.  Therefore,  they  are  not  always  in  a  position  to  notice  and  correct  the  practices  of  a  financial 
institution  that  may  have  an  adverse  effect  upon  the  financial  stability  of  the  institution.  Moreover, 
recent  experience  demonstrates  that  the  regulators  have  all  too  often  become  aware  of  problems  when 
it  is  too  late  to  revive  the  financial  institution  without  drastic  action,  if  at  all. 

The  Task  Force  is  of  the  view  that  the  first  line  of  defence  of  the  solvency  of  financial  in¬ 
stitutions  must  come  from  within  the  financial  institution  itself.  However,  in  the  course  of  our  pro¬ 
ceedings  we  have  heard  evidence  from  a  great  many  industry  participants  who  have  lamented  the 
neglect  of  duties  of  some  directors  of  financial  institutions  who  are  not  fulfilling  their  role  of  monitoring 
the  management  of  the  institution.  Courts  are  very  loath  to  substitute  their  business  Judgment  for 
that  of  directors,  recognizing  the  dangers  of  applying  hindsight  to  an  evaluation  of  any  decision. 
In  many  respects  this  is  a  salutary  and  reasonable  approach,  but  its  existence  makes  it  very  important 
that  there  be  some  well-established  benchmarks  as  to  how  this  Judgment  should  be  exercised.  This 
is  particularly  important  in  the  case  of  financial  institutions  where  a  failure  can  have  such  far-reaching 
consequences.  Accordingly,  the  Task  Force  believes  that  there  should  be  more  specific  rules  setting 
out  the  responsibility  of  directors  of  a  financial  institution  for  monitoring  the  financial  condition  of 
the  institution. 

The  Task  Force  thinks  that  the  primary  internal  role  should  be  assumed  by  an  audit  commit¬ 
tee  charged  by  statute  with  the  responsibility  of  assessing  the  financial  condition  of  the  institution. 
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The  directors,  of  course,  would  bear  the  ultimate  responsibility  and  would  need  to  assure  themselves 
that  the  audit  committee  was  carrying  out  the  function  in  an  effective  manner.  Such  a  system  would 
permit  boards  of  directors  to  be  much  better  informed  than  has  been  the  case  in  the  past  in  all  too 
many  situations  and  should  permit  them  to  take  steps  to  spot  potential  problems  so  that  the  financial 
stability  of  the  institution  may  be  preserved. 

The  audit  committee  should  be  made  up  of  outside  directors,  thus  allowing  the  committee 
to  carry  out  its  functions  impartially.  If,  for  example,  the  chief  executive  officer  of  the  financial 
institution  is  a  member  of  the  audit  committee,  the  committee  may  be  dominated  by  that  officer  in 
such  a  way  as  to  undermine  seriously  its  independence. 

Although  requirements  for  audit  committees  have  existed  for  some  time  in  respect  of  public 
corporations,  certain  Ontario  statutes  governing  financial  institutions  currently  do  not  require  the 
formation  of  an  audit  committee.  In  our  view,  all  financial  institutions  should  be  required  by  statute 
to  have  audit  committees. 

The  existing  statutes  that  do  require  the  formation  of  an  audit  committee  are  not  entirely 
clear  as  to  the  role  to  be  played  by  this  committee.  The  rationale  for  the  audit  committee  was  stated 
by  the  Select  Committee  on  Company  Law  (Ontario,  1967)  in  terms  of  insulating  the  auditor  from 
the  pressure  of  management  by  providing  a  forum  where  the  auditor  could  discuss  freely  any  matters 
relevant  to  the  audit  duties. Generally  speaking,  the  statutes  only  require  the  audit  committee  to 
review  the  financial  statements  of  the  corporation  and  report  thereon  to  the  board  of  directors  before 
they  are  approved. 

In  practice,  an  audit  committee  may  perform  functions  beyond  its  statutory  duty  but  this 
is  not  mandatory.  Thus,  the  actual  role  performed  by  the  audit  committee  will  vary  greatly  from 
institution  to  institution  and  will  depend  in  part  upon  the  diligence  of  the  individual  members.  Aside 
from  providing  a  direct  line  of  communication  between  the  auditor  and  the  directors,  the  audit  com¬ 
mittee  can  improve  the  board’s  supervision  of  management  and  help  better  inform  the  board  of  directors 
of  the  institution’s  financial  condition  through  independent  access  to  financial  information  and  con¬ 
tact  with  the  auditor.  An  audit  committee  may  also,  in  the  course  of  its  enquiries,  discover  instances 
of  self-dealing,  suspected  fraud  and  other  irregularities.  Thus,  certain  audit  committees  choose  to 
fulfil  a  role  going  beyond  their  statutory  duty  to  review  the  financial  statements  and  undertake  to 
monitor  the  stability  of  the  financial  institution,  but  they  are  not  required  to  do  so. 

The  monitoring  function  of  the  boards  of  directors  of  financial  institutions  should  be  enhanced 
by  imposing  a  duty  on  their  audit  committees  to  take  such  steps  as  are  reasonably  prudent  to  assess 
the  financial  stability  of  the  financial  institution.  Under  such  a  regime,  the  audit  committee  would 
be  required  to  obtain  and  review  information  respecting  any  aspects  of  the  business  or  operations 
of  the  institution  that  would  reasonably  be  expected  to  have  an  impact  upon  the  financial  position 
of  the  institution.  The  committee  would  seek  out  this  information  not  only  from  the  auditor  but  from 
the  internal  accounting  staff  and  management  of  the  financial  institution.  Although  this  imposes  a 
broad  duty  upon  the  audit  committee,  we  believe  that  an  aggressive  audit  committee  can  search  out 
and  help  correct  practices  or  conditions  that  may  threaten  the  viability  of  the  financial  institution. 
Problems  may  be  faced  candidly  and  their  resolution  handled  in  the  boardroom  of  the  financial  in¬ 
stitution  rather  than  by  governments  and  regulators. 

Although  the  main  goal  of  the  Task  Force  in  respect  of  audit  committees  is  the  protection 
of  solvency,  our  recommendations  involve  legislating  a  role  for  the  audit  committee  similar  to  that 
currently  being  carried  out  by  effective  and  diligent  audit  committees;  therefore  an  expanded  role 
for  the  audit  committee  may  also  improve  the  profitability  of  the  financial  institution.  Accordingly, 
we  recommend  that: 
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7.  Audit  Committees:  Statutory  Requirements 

The  statutes  governing  Ontario  flnancial  institutions  should  be  amended  to  require  the  directors 
of  all  such  institutions  to  appoint  an  audit  committee  composed  entirely  of  outside  directors, 
and  to  impose  a  general  duty  upon  the  audit  committee  of  a  financial  institution  to  take  such 
steps  as  are  reasonably  prudent  to  assess  the  financial  stability  of  the  financial  institution  and 
to  obtain  and  review  any  information  necessary  to  this  assessment. 

In  view  of  the  general  nature  of  the  duty  set  out  in  this  recommendation,  we  believe  that 
it  is  also  important  for  the  Lieutenant  Governor  in  Council  to  specify  by  regulation  certain  matters, 
beyond  the  traditional  role  of  reviewing  and  reporting  upon  the  financial  statements,  that  should  be 
addressed  by  the  audit  committees  of  financial  institutions.  It  must  be  stressed  that  by  setting  out 
this  list,  we  do  not  intend  that  the  audit  committee  be  absolved  in  any  way  of  its  responsibility  to 
take  steps  beyond  those  listed  in  the  regulations  in  carrying  out  its  duty  to  assess  the  financial  condi¬ 
tion  of  the  institution.  In  view  of  the  rapidly  changing  nature  of  the  financial  industry,  we  believe 
that  the  government  should  review  regularly  these  regulations  so  that  they  may  be  appropriate  to 
the  circumstances  of  the  time. 

We  were  informed  during  the  hearings  that  audit  committees  do  not  always  interview  the 
auditors  at  their  meetings.  Consequently,  this  should  be  required  by  regulation. 

Recent  failures  of  financial  institutions  have  demonstrated  the  degree  to  which  questionable 
accounting  practices  may  disguise  serious  problems  in  the  affairs  of  a  financial  institution.  Accor¬ 
dingly,  the  regulations  should  require  the  audit  committee  to  review  annually  management’s  methods 
for  making  provision  for  loan  loss  reserves,  appraising  real  estate  and  dealing  with  doubtful  accounts. 
An  audit  committee  carrying  out  its  responsibility  to  express  an  opinion  on  the  financial  statements 
of  an  institution  should,  of  course,  consider  carefully  the  accounting  practices  of  the  institution  used 
in  the  preparation  of  such  statements  and  report  its  findings  to  the  board. 

In  the  course  of  our  hearings,  we  became  aware  that  the  concept  of  materiality  kept  many 
instances  of  suspected  fraud,  misfeasance  or  other  financial  irregularities,  self-dealing,  and  transac¬ 
tions  apparently  outside  of  the  powers  of  the  financial  institution  from  coming  to  the  attention  of 
the  audit  committee.  In  our  view  it  should  be  a  requirement  that  every  example  of  such  practices 
discovered  by  the  auditor  in  the  ordinary  course  of  the  audit  or  in  any  other  way  be  brought  to  the 
attention  of  the  audit  committee.  This  would  allow  the  audit  committee  to  determine  how  it  proposes 
to  deal  with  these  practices  and  to  determine  whether  these  practices,  when  considered  in  their  totali¬ 
ty,  are  symptomatic  of  larger  problems  requiring  eradication  by  the  board  of  directors.  The  respon¬ 
sibility  of  determining  materiality  with  respect  to  these  matters  should  be  removed  from  the  auditor. 

Consistent  with  its  duty  to  take  such  steps  as  are  reasonably  prudent  to  assess  the  stability 
of  the  financial  institution  and  to  obtain  any  information  necessary  to  this  assessment,  we  believe 
that  the  audit  committee  should  take  the  responsibility  of  establishing  an  internal  control  mechanism 
designed  to  expose  instances  of  self-dealing  and  conflicts  of  interest.  Such  a  mechanism  is  necessary 
because  many  instances  of  these  practices  may  not  be  discovered  by  the  auditor  in  the  ordinary  course 
of  the  audit.  The  internal  control  mechanism  should  involve  the  audit  committee  with  the  firm’s  own 
management  accountants,  and  rely  on  informal  as  well  as  formal  channels  of  information  in  sear¬ 
ching  out  and  reviewing  instances  of  conflict  of  interest  and  self-dealing. 

More  generally,  the  Task  Force  believes  that  directors  and  regulators  must  take  much  more 
effective  steps  than  in  the  past  to  avoid  insolvencies.  In  this  connection,  we  attach  great  importance 
to  the  development  of  early  warning  systems  designed  to  monitor  the  risk  exposure  of  financial  in- 
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stitutions.  In  Chapter  III  of  this  Report,  we  recommend  measures  which  will  require  each  regulatory 
authority  to  develop  a  system  appropriate  to  the  institutions  under  its  mandate,  and  which  will  im¬ 
pose  a  statutory  duty  on  the  institutions  themselves  to  assemble  and  transmit  the  necessary  data.  The 
regulatory  authorities  will  need  time  and  the  assistance  of  the  industry  to  develop  efficacious  early 
warning  systems.  Pending  their  implementation,  it  should  be  incumbent  on  each  financial  institution 
to  develop  its  own  early  warning  system,  and  a  clear  obligation  to  implement  such  a  system  should 
be  imposed  on  every  audit  committee. 

The  audit  committee  of  a  financial  institution,  in  carrying  out  the  duties  we  prescribe,  will 
generate  valuable  information  respecting  the  financial  stability  of  the  institution  and  may  unearth 
evidence  of  conditions  and  practices  that  need  to  be  corrected.  However,  this  will  not  serve  any  useful 
purpose  unless  the  findings  of  the  audit  committee  are  communicated  in  a  full  and  frank  manner 
to  those  who  have  the  responsibility  for  acting  upon  them.  For  this  reason,  we  are  of  the  view  that 
each  member  of  the  board  of  directors  of  the  financial  institution  and  the  relevant  regulator  should 
be  sent  promptly  copies  of  the  full  minutes  of  audit  committee  meetings.  The  minutes  should  fully 
reflect  the  proceedings  of  such  meetings.  This  would  ensure  that  the  other  board  members  and  the 
regulator  are  kept  fully  aware  of  the  financial  status  of  the  institution  on  an  ongoing  basis,  so  that 
they  may  take  appropriate  action  to  correct  any  problems  discovered  by  the  audit  committee  before 
they  result  in  an  insolvency.  During  the  public  consultation  process  of  the  Task  Force,  the  Institute 
of  Chartered  Accountants  of  Ontario  (ICAO)  expressed  the  concern  that  when  everything  gets  reported 
to  the  regulators  the  reports  may  tend  to  become  ‘sanitized’.^  For  this  reason,  the  ICAO  argued  that 
only  ‘material’  information  should  be  communicated  to  the  regulatory  authorities.  We  disagree  with 
this  view.  In  fact,  if  the  assertion  is  true  that  minutes  of  meetings  will  be  ‘sanitized’  before  being 
sent  to  the  regulator,  in  our  opinion  this  argues  all  the  more  strongly  that  regulation  is  important 
in  this  area.  The  requirement  to  disclose  the  proceedings  of  audit  committee  meetings  should  not 
provide  simply  for  the  transmission  of  meeting  minutes  but  should  impose  an  obligation  to  take  com¬ 
plete  minutes  that  accurately  and  fully  reflect  the  proceedings.  We  take  cognizance  of  the  ICAO  caveat 
and,  for  this  reason,  believe  that  a  duty  to  disclose  fully  is  an  essential  component  of  the  prescribed 
regulations.  To  ensure  that  all  of  the  considerations  discussed  are  dealt  with  by  the  audit  committee 
of  each  financial  institution,  we  recommend  that: 

8.  Audit  Committees:  Authority  to  Make  Regulations 

Without  limiting  the  generality  of  the  duty  imposed  in  the  preceding  recommendation,  the  Lieute¬ 
nant  Governor  in  Council  should  be  given  the  power  to  make  regulations  setting  out  specific 
matters  that  audit  committees  must  consider  in  their  deliberations  and  to  require  that  they  make 
reports  to  the  full  board  of  directors  on  their  hndings.  These  regulations  should  specify  that 
the  audit  committee  must: 

(i)  interview  the  auditors  of  the  financial  institution  at  least  once  per  year; 

(ii)  review  annually  the  financial  institution’s  methods  of  asset  valuation  and,  in 
particular,  the  method  for  appraising  real  estate; 

(iii)  review  annually  the  financial  institution’s  method  for  dealing  with  doubtful  ac¬ 
counts  including  the  method  for  establishing  the  reserve  for  losses; 

(iv)  review  annually  the  extent  and  nature  of  any  obligations  of  the  financial  institu¬ 
tion  which  constitute  off  balance  sheet  items; 
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(v)  ensure  that  the  institution  has  an  adequate  system  in  place  to  discover  instances 
of  self-dealing  and  to  ensure  that  the  provisions  of  the  legislation  governing  the 
financial  institution  as  to  self-dealing  and  conflict  of  interest  are  observed; 

(vi)  review  every  instance  of  self-dealing,  regardless  of  its  materiality; 

(vii)  review  any  instances  of  suspected  fraud,  misfeasance  or  other  irregularity, 
regardless  of  their  materiality; 

(viii)  review  any  transactions  of  the  institution  that  appear  to  be  outside  the  powers 
of  the  financial  institution; 

(ix)  establish  an  early  warning  system  to  monitor  the  level  of  risk  exposure  of  the 
financial  institution; 

(x)  have  minutes  taken  of  every  audit  committee  meeting  that  accurately  and  fully 
reflect  the  proceedings  and  send  promptly  copies  of  these  minutes  to  every  direc¬ 
tor  of  the  financial  institution  and  to  the  relevant  provincial  regulator; 

(xi)  meet  at  least  four  times  per  year. 

To  ensure  that  the  audit  committee  is  informed  of  instances  of  self-dealing,  fraud,  misfeasance 
and  other  financial  irregularities,  and  transactions  that  are  apparently  beyond  the  powers  of  the  in¬ 
stitution,  regardless  of  their  materiality,  we  believe  that  the  auditor  must  be  given  a  statutory  duty 
to  report  these  matters  to  the  audit  committee  promptly.  Similarly,  one  of  the  principal  purposes 
of  an  audit  committee  is  to  establish  a  direct  line  of  communication  between  the  auditor  and  the  non¬ 
management  directors.  To  facilitate  this  function,  the  auditor  of  a  financial  institution  must  have  suf¬ 
ficient  access  to  the  audit  committee  and  the  opportunity  to  make  representations  to  the  committee. 
Accordingly,  we  recommend  that: 

9.  Statutory  Duties  of  Auditors 

The  statutes  governing  the  regulation  of  financial  institutions  in  Ontario  should  be  amended 
to  require  the  auditor  of  a  Hnancial  institution  to  attend  all  meetings  of  the  audit  committee, 
to  make  such  reports  on  the  work  conducted  by  the  auditor  in  its  capacity  as  such,  or  on  behalf 
of  the  institution,  as  the  auditor  deems  desirable  to  assess  the  financial  stability  of  such  institu¬ 
tion,  and  in  particular  to  report  to  the  audit  committee  every  instance  of: 

(i)  self-dealing; 

(ii)  apparent  fraud,  misfeasance  or  other  financial  irregularity; 

(iii)  transactions  apparently  beyond  the  powers  of  the  institution; 

(iv)  any  transaction  that  could  have  an  adverse  effect  on  the  financial  stability  of 
such  an  institution; 

(v)  any  transaction  involving  a  liability  of  the  financial  institution  which  would  con¬ 
stitute  an  off  balance  sheet  item, 

which  is  discovered  in  the  ordinary  course  of  the  audit. 
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Investment  Powers 

The  long-standing  statutory  regulations  known  as  the  ‘legal  list’  or  ‘legal  for  life’  restrictions 
on  investment  by  financial  institutions  have  been  the  subject  of  a  great  deal  of  debate  in  recent  years, 
on  the  one  hand  by  those  who  argue  that  these  restrictions  are  outdated  and  misleading  and,  on  the 
other  hand,  by  those  who  argue  that  they  provide  appropriate  guidelines  as  to  what  constitutes  safe 
investments. 

The  restrictions  currently  in  place  for  insurance  and  trust  and  loan  companies,  among  others, 
are  based  on  similar  principles  and  have  generally  similar  provisions.  Their  object  is  to  ensure  that 
financial  institutions  do  not  take  excessive  risks  in  the  investment  decisions  that  are  essential  to  the 
financial  intermediation  function.  These  statutory  restraints  require  those  responsible  for  the  invest¬ 
ment  of  funds  to  restrict  the  placement  of  funds  to  investments  authorized  by  the  legislature.  Authorized 
investments  are  known  as  the  legal  list.  Quality  tests,  which  require  a  specific  record  of  dividend 
payments,  interest  coverage  or  earnings  criteria,  are  applied  to  determine  the  investment  status  of 
corporate  bonds  and  shares. 

Essentially  the  investment  rules  authorize  certain  categories  of  investments,  such  as  mort¬ 
gages,  bonds,  debentures  and  shares  of  other  corporations.  The  rules  also  provide  limits  on  the  amount 
that  may  be  invested  in  each  of  the  authorized  categories.  Finally,  the  rules  provide  tests  designed 
to  restrict  the  placement  of  funds  in  the  authorized  categories  to  certain  quality  investments.  The 
quality  tests  provide,  for  example,  that  before  an  institution  can  invest  in  the  common  shares  of  another 
corporation,  those  shares  must  have  either  paid  a  dividend  for  the  preceding  five  years  or  have  had 
earnings  sufficient  to  pay  dividends  during  that  period. 

Various  submissions  to  the  Task  Force  addressed  the  existing  investment  rules  and  suggested 
proposed  investment  rules,  including  the  option  of  imposing  a  duty  on  institutions  themselves  to  adopt 
a  prudent  investment  approach  with  responsibility  for  ensuring  the  quality  of  their  own  investment 
decisions,  but  without  the  restraints  of  a  legal  list.  The  Canadian  Life  and  Health  Insurance  Associa¬ 
tion  indicated  that  they  favour  replacement  of  the  legal  list  approach  with  a  prudent  management 
approach  featuring  a  broad  general  power  with  respect  to  investments  in  order  better  to  enable  in¬ 
stitutions  to  match  assets  and  liabilities.^  Professor  Seymour  Friedland  stated  that  many  of  the  legal 
list  restrictions  “make  little  sense  in  that  they  don’t  take  advantage  of  many  things  that  we  have  learned 
in  the  last  40  or  50  years. The  Trust  Companies  Association  of  Canada  also  emphasized  the  need 
for  greater  flexibility  in  the  regulatory  framework  allowing  portfolio  investments  by  institutions.* 
Finally,  the  Canadian  Bar  Association-Ontario  (Special  Committee)  was  of  the  view  that  the  legal 
list  is  antiquated  and  fails  to  respond  to  opportunities  afforded  by  modern  investment  vehicles.^ 

Indeed,  severe  legal  list  restraints  may  be  costly  to  the  goal  of  optimum  capital  investment 
and  are  imprecisely  related  to  their  principal  objective  of  ensuring  institutional  solvency.  They  may 
mislead  people  to  think  that  the  quality  of  an  investment  is  better  than  it,  in  fact,  may  be  and  they 
may  relieve  management  of  some  of  its  responsibility  to  ensure  prudence  in  investment  decisions. 
Finally,  as  the  federal  Green  Paper  points  out,  they  fail  to  focus  attention  “on  the  areas  that  carry 
the  greatest  risk,  namely  undue  concentration  of  investments  in  one  place  or  with  any  one  enterprise, 
ownership  of  subsidiaries,  and  matching  of  assets  and  liabilities.’’ 

The  Task  Force  has  concluded,  after  reviewing  all  of  the  relevant  material,  that  tests  which 
are  dependent  on  the  payment  of  dividends  by  a  company  or  on  the  availability  of  earnings  for  dividends 
in  the  past,  provide  in  many  cases  little  or  no  assurance  as  to  the  ability  ot  that  company  to  service 
further  investment,  or  as  to  the  security  of  such  an  investment.  Indeed,  we  are  concerned  that  such 
tests  may  be  taken  to  provide  some  assurance  as  to  the  desirability  of  an  investment  which  is  quite 
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misleading.  It  is  far  too  easy  to  qualify  the  preferred  and  common  shares  of  a  corporation  as  per¬ 
missible  investments  by  maintaining  a  dividend  on  a  limited  capitalization.  Accordingly,  the  Task 
Force  has  concluded  that  all  of  the  tests  contained  in  the  proposed  legislation  which  are  dependent 
upon  the  dividend  and  earnings  record  of  a  corporation  should  be  eliminated  and  that  the  overriding 
test  for  any  investment  should  be  one  based  on  prudent  investment  standards  established  and  applied 
with  that  degree  of  care,  diligence  and  skill  that  a  reasonable  and  prudent  person  would  exercise 
in  comparable  circumstances.  Accordingly,  we  recommend  that: 

10.  Prudent  Investment  Standard 

The  statutes  governing  the  regulation  of  Hnancial  institutions  in  Ontario  should  be  amended  to 
replace  the  current  investment  rules  requiring  compliance  with  qualitative  tests  by  a  prudent 
investment  standard. 

In  our  view,  the  most  appropriate  vehicle  for  ensuring  that  a  prudent  investment  standard 
is  enforced  is  to  require  that  there  be  an  investment  committee  of  the  board  of  directors,  charged 
with  the  responsibility  to  establish  prudent  investment  standards  to  be  applied  by  the  corporation 
in  making  investment  decisions  and  in  managing  its  total  investments,  including  its  deposits.  The 
standards  established  by  the  investment  committee  should  be  required  to  be  approved  by  the  board 
of  directors  as  a  whole,  either  with  or  without  modification. 

The  draft  consultation  Act,  1985,  on  loan  and  trust  companies,  provides  for  the  establish¬ 
ment  of  investment  committees  and  the  establishment  of  procedures  to  ensure  that  prudent  invest¬ 
ment  standards  are  followed  by  the  corporation.  We  are  in  agreement  with  these  proposals,  subject 
to  our  earlier  comments  on  removal  of  the  qualitative  tests,  and  believe  that  the  same  principles  should 
be  extended  to  insurance  companies  and  to  credit  unions.  Accordingly,  we  recommend  that: 

11.  Investment  Committees 

Each  loan  or  trust  company,  insurance  company  and  credit  union  should  be  required  by  statute 
to  appoint  an  investment  committee  of  the  board  of  directors.  The  investment  committee  should 
be  required  to  establish  prudent  investment  standards  to  be  approved  with  or  without  modifica¬ 
tion  by  the  board  of  directors  and  to  be  applied  by  the  corporation  in  making  investment  deci¬ 
sions  and  in  managing  the  investments  of  the  corporation  including  deposits. 

Finally,  some  of  the  submissions  made  to  the  Task  Force  strongly  urge  that  the  only  test 
required  by  the  legislation  should  be  a  prudent  investment  test.  The  Task  Force  endorses  the  thrust 
of  the  draft  loan  and  trust  legislation  in  applying  some  very  specific  rules  as  to  the  size  of  investment 
that  may  be  made  in  certain  specified  activities.  As  we  noted  in  Chapter  II,  lack  of  diversification 
is  one  of  the  recurring  variables  in  the  insolvency  of  North  American  financial  institutions  and  Canada’s 
recent  unfortunate  experience  with  failures  in  financial  institutions  indicates  all  too  clearly  the  need 
for  diversification  in  the  investment  portfolios  of  such  institutions.  It  has  also  demonstrated  that  far 
too  frequently  the  managements  of  fmancial  institutions  have  not  established  prudent  investment  policies, 
but  rather  have  been  prepared  to  assume  inordinate  risks.  These  imprudent  policies  have  resulted 
in  failure  after  failure  and  prove,  if  proof  were  needed,  that  the  solvency  of  financial  institutions 
is  unlikely  to  be  maintained  by  an  abdication  on  the  part  of  legislators  and  regulators  of  any  respon¬ 
sibility  for  the  types  of  investments  to  be  made  by  financial  institutions  in  favour  of  a  reliance  on 
the  prudence  of  the  management  of  each  and  every  one  of  these  institutions.  Thus,  subject  to  the 
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elimination  of  tests  dependent  on  the  past  earnings  and  dividend  payment  records  of  companies,  the 
Task  Force  endorses  the  requirements  of  the  draft  legislation. 

We  believe  that  diversification  of  investments  is  crucial  to  the  solvency  of  financial  institu¬ 
tions  and  that  it  should  be  one  of  the  prime  considerations  in  the  investment  strategy  of  financial 
institutions.  We  take  note  also  of  Professor  Seymour  Friedland’s  submission  that  regionally-based 
financial  institutions  should  be  required  to  diversify  their  assets  both  sectorally  and  regionally."  In 
order  to  ensure  healthy  diversification,  a  duty  should  be  imposed  on  the  investment  committee  to 
establish  prudent  investment  standards  that  require  the  corporation  to  diversify  its  investments,  through 
quantitative  limits,  by  type  of  security,  by  the  amount  of  any  single  investment,  by  industry  group, 
by  region  and  by  unrelated  groups  of  persons.  Accordingly,  we  recommend  that: 

12.  Diversification 

Diversification  should  be  one  of  the  principal  objectives  of  the  investment  strategies  undertaken 
by  regulated  financial  institutions.  Accordingly,  the  investment  committee  should  be  required, 
in  establishing  prudent  investment  standards,  to  adopt  policies  designed  to  avoid  an  undue  con¬ 
centration  of  risks.  This  can  only  be  done  by  the  establishment  of  rules  that  place  limits  on 
investments: 

(i)  in  any  one  corporation; 

(ii)  in  any  one  industry  group; 

(iii)  in  any  one  region; 

(iv)  in  companies  that  are  associated; 

(v)  in  any  particular  type  of  security. 

The  investment  committee  should  be  required  to  review  such  investment  policies  and  their  im¬ 
plementation  on  a  regular  basis  and  also  should  be  required  to  review  periodically  the  invest¬ 
ment  results. 
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Serving  the  Consumer 

Networking 

The  Task  Force  has  considered  the  submissions  made  by  a  number  of  financial  institutions 
that  their  powers  should  be  extended  radically  to  permit  them  to  undertake,  in  one  way  or  another, 
virtually  any  activity  which  any  one  of  the  ‘four  pillars’  currently  can  undertake.  As  indicated  elsewhere, 
the  Task  Force  has  concluded  that  it  is  not  desirable  at  this  time  to  make  such  a  radical  change  in 
the  financial  system.  Rather,  we  believe  that  the  desirability  of  providing  a  one-stop  service  can  be 
tested  by  a  system  of  networking  among  financial  institutions  so  that  the  services  and  products  nor¬ 
mally  provided  by  one  institution  can  be  offered,  through  regulated  co-operation,  by  another  institu¬ 
tion  not  directly  authorized  to  do  so. 

One  of  the  reasons  for  the  creation  of  this  Task  Force  was  the  initiatives  being  taken  in 
the  financial  community  to  create  one-stop  financial  service  shopping  centres.  Our  survey  research 
indicates  considerable  public  skepticism  towards  this  innovation  and  reveals  that  public  opinion  does 
not  accept  the  one-stop  shopping  argument  as  a  rationale  for  regulatory  change.  When  asked  whether 
changes  to  the  regulation  of  financial  institutions  should  extend  to  allowing  one-stop  shopping,  the 
majority  of  Ontarians  (61  percent)  supported  the  statement  that  “one-stop  shopping  for  all  financial 
services  does  not  appeal  to  them  as  they  like  the  way  things  are  now  with  each  type  of  financial 
institution  having  its  own  unique  services.’’  However,  the  public  opinion  survey  indicated  that  58 
percent  of  respondents  share  the  view  that  change  will  lead  to  greater  competition  in  the  financial 
services  industry  and  also  will  enhance  its  stability.  A  (bare)  majority  is  willing  to  consider  the  pro¬ 
vision  of  “a  few  more  services’’  by  any  of  the  existing  pillars.' 

From  the  perspective  of  financial  institutions  themselves,  there  is  evidence  that  one-stop 
shopping  may  not  be  as  successful  as  had  been  hoped.  A  recent  article  in  Fortune,  for  example,  ad¬ 
dresses  the  problems  being  faced  by  Sears  Financial  Centers  in  the  United  States.  According  to  that 
source,  the  financial  supermarkets  in  the  Sears  stores  remain  unprofitable  due  to  the  limited  public 
appeal  of  one-stop  financial  shopping  and  the  fact  that  the  ‘synergies’  that  were  to  spring  from 
the  combination  of  Sears  affiliates  “have  been  slow  to  materialize.’’^ 

Having  rejected  the  fundamental  change  that  would  permit  any  institution  to  provide  any 
financial  service,  we  consider  that  market  forces  can  resolve  the  issue  of  whether  one-stop  shopping 
is  attractive  if  networking  is  permitted  among  different  institutions. 

It  should  be  recognized  that  any  system  of  networking  is  likely  to  increase  the  conflicts  which 
today  exist  in  the  financial  services  industry.  All  of  the  participants  now  attempt  to  build  a  relation¬ 
ship  of  trust  and  confidence  with  their  customers  in  providing  a  wide  variety  of  services  and  many 
have  been  very  successful  in  doing  so.  Such  a  relationship  demands  that  those  inducing  it  justify 
the  confidence  placed  in  them.  At  present  the  participants  from  time  to  time  have  problems  when 
the  interests  of  their  customers  vary  from  their  own  or  when  they  are  serving  conflicting  interests. 
The  circumstances  in  which  fiduciary  duties  are  likely  to  be  imposed  are  not  a  closed  category,  but 
rather  are  expanding  as  the  nature  of  business  changes,  presenting  different  situations  in  which  courts 
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will  conclude  that  the  duty  of  loyalty,  care  and  confidentiality  attendant  upon  a  particular  business 
relationship  has  created  a  fiduciary  relationship/ 

Although  our  courts  do  provide  remedies  for  breaches  of  fiduciary  duties,  the  Task  Force 
believes  that  it  is  important  that  the  problems  presented  by  conflicts  of  interest  be  recognized  in 
any  networking  arrangement  so  that  the  interests  of  customers  may  be  protected.  The  Task  Force 
also  believes  that  networking  arrangements  should  be  such  that  the  business  of  the  participants  does 
not  become  so  intertwined  as  to  make  it  difficult  to  supervise  and  regulate  the  individual  businesses 
being  conducted.  No  networking  arrangement  that  amounts  to  tied  selling  should  be  permitted.  A 
properly  ordered  system  of  networking  should  also  recognize  that  the  provision  of  different  financial 
services  requires  personnel  with  different  kinds  of  expertise.  Thus,  we  have  concluded  that  network¬ 
ing  arrangements  among  financial  institutions  should  be  approved  by  the  regulators  responsible  for 
the  regulation  of  the  corporations  involved  so  that  they  may  determine  the  desirability  of  such  ar¬ 
rangements  and  the  terms  upon  which  they  should  be  undertaken.  Finally,  in  determining  the  desirability 
of  networking  arrangements,  regulators  should  be  sensitive  to  the  particular  needs  of  consumers  who 
live  in  communities  served  by  only  one  financial  institution.  For  example,  it  appears  that  more  than 
500,000  Ontarians  live  in  communities  serviced  only  by  a  bank.^  Accordingly,  we  recommend  that: 

1.  Regulatory  Approval  of  Networking  Arrangements 

When  two  or  more  financial  institutions  propose  to  enter  into  a  contractual  arrangement  in  regard 
to  the  sale  of  financial  products  or  services,  such  an  arrangement  should  require  the  approval 
of  whichever  regulators  may  be  responsible  for  the  supervision  of  the  respective  contracting  par¬ 
ties.  Before  approving  any  arrangement,  the  regulators  should  be  satisfied  that  the  proposed 
arrangement  will  not  result  in  practices  that  are  directly  or  indirectly  akin  to  tied  selling,  that 
the  contracting  parties  possess  the  necessary  expertise  to  offer  the  services  that  are  the  subject 
of  the  arrangement  and  that  they  have  procedures  in  place  to  guard  their  customer  against  any 
adverse  consequences  as  a  result  of  any  conflicts  of  interest  arising  from  the  arrangement.  In 
assessing  the  desirability  of  particular  networking  arrangements,  the  regulators  should  take 
favourable  note  of  arrangements  designed  to  enhance  consumer  services  in  small  communities. 

Having  regard  to  the  need  to  preserve  the  confidence  of  customers  in  the  financial  system, 
it  is  very  important  that  in  any  networking  arrangements  the  participants  disclose  to  the  customer 
any  interest  which  may  affect  the  advice  they  are  tendering,  such  as  the  desirability  of  engaging  the 
companies  associated  with  the  participant  providing  the  networking  service.  In  our  opinion,  where 
a  financial  institution  is  engaged  in  providing  a  service  originated  by  another  institution  pursuant 
to  a  networking  arrangement,  such  financial  institution  should  be  required  to  disclose  its  interests, 
if  any,  in  the  institution  providing  the  service  and  whether  it  is  obtaining  some  pecuniary  or  other 
advantage  as  a  result  of  the  transaction.  Accordingly,  we  recommend  that: 

2.  Disclosure  of  Networking  Arrangements 

All  parties  to  a  networking  arrangement  should  be  required  to  disclose  to  their  customers  the 
existence  of  the  arrangement  and  any  advantage  that  accrues  to  them  from  a  referral  or  sale 
pursuant  to  the  arrangement. 

While  the  disclosure  to  customers  of  the  existence  and  advantages  of  a  networking  arrange¬ 
ment  will  do  much  to  preserve  the  confidence  of  the  public  in  the  financial  system  by  ensuring  that 
consumers  are  well-informed  of  the  synergies  existing  among  the  suppliers  of  financial  products  and 
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services,  consumer  confidence  and  knowledge  can  be  further  enhanced  by  an  awareness  of  the  range 
of  choices  existing  in  any  particular  product  market. 

When  a  financial  institution  wishes  to  refer  a  customer  to  the  services  offered  by  another 
institution  with  whom  it  has  entered  into  a  networking  arrangement,  public  policy  should  dictate  not  only 
that  the  existence  of  the  arrangement  be  disclosed  but  that  the  customer  be  advised  of  the  availability 
of  alternative  sources  for  similar  products  and  services.  Particularly  in  the  insurance  sector,  the  public 
should  be  informed  that  independent  brokers  and  agents  who,  as  our  public  opinion  research  indicates, 
offer  a  valuable  and  impartial  service  to  consumers  of  insurance  products,  exist  as  an  alternative 
source  of  advice  and  supply.  Indeed,  independent  brokers  have  a  vital  role  in  fostering  competition 
in  the  markets  for  many  financial  services.  We  consider  it  in  the  best  interests  of  the  public  and 
their  confidence  in  our  financial  system  that  consumers  be  fully  apprised  of  their  options  in  purchas¬ 
ing  financial  products  and  services.  Accordingly,  we  recommend  that: 

3.  Disclosure  of  Available  Options 

Ail  parties  to  a  networking  arrangement  should  be  required  to  disclose  to  their  customers  the 
availability  of  alternative  sources  for  similar  products  and  services,  including  independent  agents 
and  brokers,  and  that  their  customers  are  free  to  obtain  their  requirements  from  such  sources. 

Independent  Agents  and  Brokers 

In  Ontario,  distribution  of  insurance  products  is  carried  out  both  through  independent  agents 
and  brokers  and  through  the  representatives  of  particular  insurance  companies.  A  small  group  of 
insurance  companies  sell  exclusively  through  their  own  captive  agents  but  the  majority  of  insurers 
market  their  products  through  independent  business  agents  or  brokers. 

The  general  insurance  brokers  have  been  self-regulated  under  the  Registered  Insurance  Brokers 
of  Ontario  Act  since  1981.  Their  association,  the  Insurance  Brokers  Association  of  Ontario  (IBAO), 
made  oral  and  written  submissions  to  the  Task  Force  in  respect  of  the  role  played  by  independent 
brokers  in  the  distribution  of  general  insurance  in  Ontario  and  in  the  provision  of  independent  advice 
to  consumers.  Given  that  an  estimated  84  percent  of  general  insurance  in  Ontario  is  handled  by  brokers, 
and  that  nearly  all  Ontario  residents  purchase  home,  automobile  or  commercial  insurance,  clearly 
insurance  brokers  perform  a  crucial  function  with  respect  to  the  financial  security  of  most  individuals 
and  businesses  in  this  province. 

Independent  agents  and  brokers  also  serve  another  important  objective  in  the  distribution 
of  financial  products.  We  refer  to  the  independent  nature  of  their  advice  and  the  specialized  expertise 
which  they  have  developed  in  selling  a  wide  variety  of  insurance  products  to  Ontario  consumers. 

Because  brokers  are  not  employed  by  or  committed  to  any  single  insurance  company  and 
because  they  are  required  by  law  to  engage  only  in  the  business  of  selling  insurance,  they  are  in 
a  unique  position  to  offer  objective  and  knowledgeable  advice  about  a  wide  variety  of  insurers  and 
their  policies.  Moreover,  the  RIBO  Act  specifies  that  its  members  not  be  involved  with  any  business 
that  would  put  them  in  a  position  unduly  to  influence  the  consumer  to  do  business  with  them.  Since 
vertical  and  tied  selling  practices  are  prohibited  under  the  Act,  the  services  provided  by  brokers  are 
singularly  independent  in  an  age  when  conglomerates  represent  a  significant  presence  in  the  finan¬ 
cial  industry. 

The  value  attributed  to  their  services  is  confirmed  by  the  results  of  our  public  opinion  research. 
When  asked  for  their  general  impressions  of  independent  agents  and  brokers,  79  percent  of  those 
questioned  responded  that  their  attitude  was  very  or  somewhat  favourable.  Ontarians  tend  to  believe 
that  brokers  provide  very  personal  service,  offer  very  expert  advice  and,  to  a  lesser  extent,  believe 
they  offer  the  best  rates.  Another  survey,  which  was  carried  out  for  the  Canadian  Federation  of  In¬ 
surance  Agents  and  Brokers  Associations  in  August  1985,  found  that  general  insurance  agents  and 
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brokers  generate  more  public  confidence  than  a  number  of  other  professional  groups  providing  financial 
services.^ 

In  their  submission  to  the  Task  Force,  the  IBAO  expressed  concern  that  consumers  be  pro¬ 
tected  from  conflicts  of  interest  at  the  point  of  sale.  They  suggested  that  conglomeration  in  the  finan¬ 
cial  industry  could  result  in  consumers  being  subjected  to  coercion  at  the  point  of  sale,  tied-selling, 
a  lower  standard  of  service  and  advice  and,  consequently,  an  inferior  insurance  product.  The  Association 
was  opposed  to  the  concept  of  one-stop  shopping  and  networking  and  argued  that,  particularly  in 
the  general  insurance  field,  it  would  be  difficult  to  regulate  such  arrangements  so  as  to  prevent  coer¬ 
cion  at  point  of  sale  and  unfair  competition.’  We  take  cognizance  of  the  IBAO’s  concerns  and 
acknowledge  that  networking  arrangements  could  have  adverse  effects  on  their  competitive  position. 
It  is  precisely  to  counter  such  effects  that  we  have  formulated  the  disclosure  requirements  recom¬ 
mended  earlier  in  this  chapter.  Nevertheless,  other  measures  may  be  necessary  to  ensure  that  the 
role  of  independent  agents  and  brokers  is  supported.  The  need  for  such  measures  should  be  monitored 
in  an  ongoing  manner.  In  particular,  the  Government  of  Ontario  should  take  special  care  that  its 
own  regulatory  and  policy  initiatives  taken  with  regard  to  financial  institutions  will  preserve  a  climate 
that  is  favourable  to  the  role  played  by  independent  agents  and  brokers  in  enhancing  competition 
and  quality  of  service.  Accordingly,  we  recommend  that: 

4.  Independent  Agents  and  Brokers:  Maintenance  of  Role 

Given  the  recognized  and  important  role  played  by  independent  agents  and  brokers  in  the  pro¬ 
vision  of  personal  service  and  objective  advice  to  consumers,  the  Government  of  Ontario  and 
the  regulatory  authorities,  in  approving  legislative  initiatives  and  in  particular  networking  ar¬ 
rangements,  should  take  special  care  to  preserve  a  climate  in  which  the  role  played  by  indepen¬ 
dent  agents  and  brokers  will  be  supported  and  maintained. 

We  have  been  favourably  impressed  with  the  initiatives  taken  by  independent  agents  and 
brokers  to  develop  educational  and  training  programs  through  the  Canadian  Federation  of  Insurance 
Agents  and  Brokers  Associations  and  the  Life  Underwriters  Association  of  Canada.  They  have  establish¬ 
ed  licensing  courses  and  examinations  and  continue  to  develop  ongoing  professional  education  pro¬ 
grams  to  improve  the  standards  of  qualifications  and  ethics  in  the  insurance  brokerage  community. 
They  also  maintain  a  close  working  relationship  with  governments  in  their  ongoing  efforts  to  make 
self-regulation  more  effective  and  efficient. 

The  support  of  government  in  the  continuing  educational  initiatives  of  the  independent  agents 
and  brokers  will  have  benefits  to  consumers,  to  the  agents  and  brokers  and  to  regulators.  A  good 
insurance  broker  can  be  invaluable,  especially  to  the  unsophisticated  client,  in  such  matters  as  assessing 
the  solvency  of  insurance  institutions.  This  is  a  form  of  expertise  that  the  brokers  are  currently  at¬ 
tempting  to  develop  and  the  Government  of  Ontario  should  encourage  them  in  these  and  related  in¬ 
itiatives.  Brokers  themselves  will  benefit  from  the  contributions  of  government  in  building  and 
strengthening  their  capacity  to  compete  in  a  framework  that  permits  networking  arrangements  among 
financial  institutions.  For  their  part,  regulators  can  utilize  the  experience  and  knowledge  of  brokers 
in  devising  effective  regulatory  mechanisms,  such  as  early  warning  systems,  in  the  insurance  in¬ 
dustry.  Accordingly,  we  recommend  that: 

5.  Support  of  Educational  Initiatives 

The  Government  of  Ontario  should  take  steps  that  will  assist  the  associations  of  independent 
life  and  general  agents  and  brokers  to  offer  educational  and  licensing  programs  which  meet  the 
challenges  created  by  the  emergence  of  new  products  and  services,  and  which  improve  the  capacity 
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of  their  members  to  assess  the  soundness  of  the  institutions  concerning  whose  products  they  ad¬ 
vise  the  consumer. 

During  the  consultation  process  of  this  Task  Force,  the  distinctions  between  independent 
brokers  and  captive  agents  in  the  insurance  sector  and  their  respective  roles  in  the  Canadian  financial 
system  were  highlighted.  The  wide  variety  of  insurance  policies  and  products  and,  in  particular,  the 
consequences  that  the  terms  of  different  policies  may  have  as  to  the  compensation  for  an  insurable 
loss  have  also  been  brought  to  our  attention.  Since  the  so-called  captive  agents  can  offer  the  products 
only  of  one  particular  insurance  company  while  brokers  are  free,  indeed  have  a  mandate,  to  ensure 
that  customers  obtain  the  best  policy  for  their  needs,  we  consider  that  the  interests  of  the  public  would 
be  better  served  by  making  these  distinctions  clear. 

It  is  our  view  that  both  brokers  and  agents  have  valid  functions  and  offer  distinct  benefits 
but  we  are  concerned  that  their  differences  and  the  implications  of  those  differences  are  not  widely 
known  to  their  clientele.  Accordingly,  we  recommend  that: 

6.  Disclosure  Requirements  for  Insurance  Agents  and  Brokers 

All  insurance  agents  and  brokers  should  be  required  to  disclose  to  their  customers  the  extent 
of  their  capacity  to  sell  various  types  of  insurance  products  and  the  products  of  a  variety  of 
insurers. 

Social  Assistance  Recipients  and  Financial  Services 

g 

The  submission  of  Parkdale  Community  Legal  Services,  Inc.  to  the  Task  Force  has 
brought  to  our  attention  a  matter  that  we  consider  deserving  of  concerted  action  by  government  and 
banks.  The  problem  relates  to  the  inordinate  difficulties  experienced  by  a  variety  of  individuals  on 
social  assistance  with  respect  to  cashing  their  benefit  cheques.  These  persons  are  often  unlikely  to 
be  regular  bank  customers  or  to  have  the  types  of  identification  regularly  required  for  bank  services 
and  so  may  be  denied  access  to  the  cheque-cashing  services  that  they  urgently  need. 

The  seriousness  with  which  we  view  this  problem  prompted  us  to  consult  representatives 
of  both  the  banking  community  and  social  services  agencies.  We  appreciate  that  the  problem  is  recogniz¬ 
ed  but  consider  that  its  scope  requires  enhanced  co-operative  efforts  on  the  part  of  banks  and  govern¬ 
ment.  There  exists  a  range  of  possible  solutions,  including  the  use  of  direct-deposit  schemes  by  social 
service  agencies  and  the  development  of  photo-identification  cards.  The  direct-deposit  plan  has  been 
the  subject  of  experimentation  by  agencies  in  some  regions  and  could  be  implemented  in  other  areas 
to  alleviate  a  significant  degree  of  the  problem. 

It  remains  that  even  with  implementation  of  a  direct-deposit  plan,  some  social  assistance 
recipients,  particularly  those  who  have  been  unable  to  establish  a  fixed  place  of  residence,  will  still 
experience  difficulty  in  arranging  for  their  benefit  cheques  to  be  cashed.  The  Task  Force  is  not  able 
to  measure  either  the  magnitude  of  this  problem  or  the  extent  of  loss  that  more  lax  identification 
procedures  might  cause  and  so,  without  more  actual  experience  and  experimentation,  cannot  recom¬ 
mend  a  complete  solution  to  the  problem.  We  do  urge  the  government,  however,  to  take  every  possi¬ 
ble  step  both  to  determine  the  actual  costs  and  risks  in  this  area  and  to  encourage  the  efforts  of  social 
service  agencies  and  financial  institutions  to  find  a  workable  solution.  Accordingly,  we  recommend  that: 

7.  Social  Assistance  Recipients:  Cheque-Cashing 

The  Government  of  Ontario  should  undertake  to  develop  and  implement  measures  to  assist  social 
assistance  recipients  in  the  cashing  of  their  cheques,  including  ways 
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(i)  to  expand  the  use  of  direct-deposit  schemes  by  social  service  agencies  issuing 
cheques  to  members  of  the  public;  and 

(ii)  to  encourage  financial  institutions  and  social  service  agencies  to  consult,  on  an 
ongoing  basis,  concerning  any  other  appropriate  steps,  including  the  develop¬ 
ment  of  photo-identification  cards,  that  will  facilitate  cheque-cashing  by  welfare 
recipients. 

On  a  related  issue,  we  are  perturbed  by  the  practices  of  cheque-cashing  businesses  and 
businesses  providing  advances  on  income  tax  refunds.  Such  enterprises  have  found  their  market  niche 
by  providing  services  akin  to  the  cheque-cashing  or  short-term  loans  offered  by  established  and  regulated 
institutions.  Public  demand  for  the  services  of  these  enterprises  may  be  rooted  to  some  considerable 
degree  in  inefficiencies  that  are  remediable,  whether  within  financial  institutions,  social  service  agencies 
or  Revenue  Canada.  Whatever  the  source  of  the  demand  for  their  services,  it  is  also  a  matter  of 
concern  that  the  enterprises  involved  are  essentially  unregulated  with  respect  to  the  fees  they  charge, 
and  that  their  clientele  is  composed  in  substantial  measure  of  individuals  with  relatively  low  levels 
of  income  and  education.  The  Task  Force  received  evidence  that  some  of  these  enterprises,  in  addi¬ 
tion  to  charging  excessive  rates,  also  adopted  reprehensible  practices  in  their  business  dealings.  We 
consider  that  the  situation  we  have  described  warrants  the  concentrated  attention  of  government.  Ac¬ 
cordingly,  we  recommend  that: 

8.  Cheque-Cashing  and  Income  Tax  Refund  Enterprises 

Federal  and  provincial  officials,  by  directive  of  the  ministers  responsible,  should  undertake  to 
explore  means  whereby  public  demand  for  the  services  of  cheque-cashing  businesses  and  enter¬ 
prises  providing  advances  on  income  tax  refunds  would  be  reduced,  and  to  examine  regulatory 
measures  designed  to  curtail  the  charges  that  are  levied  for  these  services. 

Conflicts  of  Interest  and  Confidentiality  of  Information 

The  Task  Force  is  very  concerned  about  conflict  of  interest  issues  for  all  types  of  financial 
institutions.  As  distinct  from  the  problems  of  self-dealing,  our  discussion  of  conflict  of  interest  here 
centres  on  the  relationship  which  arises  when  an  institution’s  own  interests  differ  from  the  interests 
of  its  clients,  or  when  it  attempts  to  serve  the  interests  of  clients  with  conflicting  objectives.  Finan¬ 
cial  institutions  have  attempted  sometimes  to  resolve  these  problems  by  erecting  what  have  come 
to  be  known  as  'Chinese  Walls'  and  in  other  cases  by  disclosing  the  conflicts  to  the  clients  involved 
and  resolving  them  by  common  consent. 

Some  of  the  submissions  made  to  the  Task  Force  recognized  these  problems,  but  took  the 
position  that  they  were  not  of  great  concern  as  the  institutions  involved  had  successfully  resolved 
them  over  a  long  period  of  time  while  providing  good  service  to  their  clients.  While  recognizing 
that  financial  institutions  have  made  these  efforts  and  that  in  the  main  they  appear  to  have  suc¬ 
ceeded,  the  Task  Force  is  concerned  that  the  problems  as  to  conflicts  of  interest  are  likely  to  increase 
as  more  financial  institutions  engage  in  networking  and  expand  their  powers  so  as  to  do  business 
in  many  different  sectors  of  the  financial  industry.  The  opportunities  for  conflicts  in  such  situations 
are  many  and  varied,  but  a  few  examples  will  suffice.  A  financial  institution  engaged  in  managing 
funds  may  have  some  difficulty  in  recommending  the  sale  of  shares  of  an  associated  company.  Similarly, 
a  financial  institution  engaged  in  commercial  lending  may  have  some  inhibitions  about  making  a  similar 
recommendation  as  to  the  shares  of  a  company  to  which  it  has  made  a  commercial  loan  when  it  has 
confidential  information  from  the  borrower  reflecting  unsatisfactory  business  prospects.  A  financial 
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institution  engaged  in  managing  the  portfolio  of  a  customer  has  an  obvious  conflict  when  it  recom¬ 
mends  the  purchase  of  shares  which  it  is  underwriting.  A  financial  institution,  such  as  a  life  insurance 
company  which  does  financial  planning,  is  often  placed  in  a  position  of  trust  and  confidence  by  the 
client  and,  as  such,  given  confidential  information.  Such  information  may  be  very  valuable  to  com¬ 
panies  associated  with  it  in  a  networking  arrangement  or  by  common  ownership  and,  accordingly, 
there  may  be  some  temptation  to  use  the  information  in  selling  their  particular  products. 

These  situations  involve  many  cases  where  there  is  a  fiduciary  duty  owed  to  the  client.  The 
common  law  has  long  recognized  that  special  obligations  arise  whenever  a  relationship  is  created 
in  which  a  person  justifiably  places  trust  and  confidence  in  another  and  consequently  entrusts  that 
other  to  undertake  some  task  or  disclose  confidential  information.  It  is  clear  that  the  law  as  to  fiduciary 
obligations  is  not  a  closed  book,  but  rather  that  the  courts  are  prepared  to  evolve  concepts  to  meet 
new  and  differing  commercial  relationships.  The  Task  Force  believes  that  it  would  be  undesirable 
to  attempt  to  codify  for  financial  institutions  any  set  of  rules  which  would,  or  could,  be  construed 
as  a  substitute  for  the  common  law  on  this  subject.  We  do  consider,  however,  that  the  public  interest 
in  maintaining  the  integrity  of  the  financial  system  justifies  the  establishment  of  a  system  by  which 
allegations  of  conflicts  of  interest  could  be  investigated,  as  we  have  recommended  in  Chapter  III 
of  this  Report. 

The  common  law  of  trusts  and  the  legal  duties  owed  in  the  fiduciary  relationship  are,  in 
our  opinion,  sufficient  to  deal  with  most  types  of  conflict  of  interest.  Where  a  clear  fiduciary  rela¬ 
tionship  exists,  the  common  law  imposes  an  obligation  on  the  trustee  not  to  use  information  obtained 
in  the  fiduciary  context  for  the  benefit  of  the  trustee.  We  do  not  consider  it  necessary  to  legislate 
this  well-established  principle  of  common  law  in  the  context  of  financial  institutions  regulation.  Nor 
do  we  consider  it  necessary  to  legislate  requirements  for  Chinese  Walls  as  we  view  the  internal 
mechanisms  necessary  for  compliance  with  the  general  duty  of  confidentiality  to  be  developed  best 
by  individual  institutions.  However,  the  duty  not  to  make  use  of  or  disclose  confidential  information 
should  be  extended  to  all  conflict  of  interest  situations,  whether  or  not  it  is  in  the  context  of  a  trust 
situation. 

Whether  or  not  a  fiduciary  relationship  exists,  confidential  information  given  by  any  person 
to  a  financial  institution  for  a  particular  purpose,  such  as  for  a  commercial  loan  or  for  the  purpose 
of  securing  investment  advice,  should  not  be  disclosed  to  any  other  institution  or  used  for  any  other 
purpose  within  the  same  institution.  The  general  principle  should  be  that  any  information  given  in 
confidence  to  a  financial  institution  should  be  used  only  for  the  purpose  of  the  particular  transaction 
for  which  it  is  provided.  Accordingly,  we  recommend  that: 

9.  Prohibition  on  Use  of  Confidential  Information 

There  should  be  a  statutory  provision,  applying  to  all  financial  institutions,  that  prohibits  the 
disclosure  of  information  obtained  from  any  person  dealing  with  the  institution  to  any  other  person 
or  the  use  of  such  information  for  any  purpose  within  the  institution  other  than  the  purpose 
for  which  such  information  was  provided. 

An  exception  to  this  prohibition  should  be  provided  for  in  the  situation  where  the  person 
giving  the  information  consents  in  writing  to  the  use  of  that  information  for  some  other  particular 
purpose.  However,  the  person’s  consent  must  be  transaction-specific,  that  is  obtained  each  time  the 
information  is  to  be  used  or  disclosed.  Accordingly,  we  recommend  that: 
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10.  Exception  Where  Consent  Provided 

An  exception  to  the  general  prohibition  should  be  allowed  where  the  person  supplying  the  infor¬ 
mation  to  the  institution  consents  in  w  riting  to  the  use  of  that  information  in  some  other  specific 
transaction. 

The  Task  Force  has  some  concern  that  financial  institutions  may  develop  contractual  forms 
which  will  purport  to  relieve  a  financial  institution  of  some  of  its  fiduciary  or  other  duties.  There 
may,  of  course,  be  occasions  when  it  is  in  the  interests  of  clients  to  waive  some  of  these  duties, 
but,  in  our  view,  such  a  waiver  should  only  take  place  where  the  effect  of  the  waiver  is  clearly  ex¬ 
plained  to  the  client.  Accordingly,  we  recommend  that: 

11.  Waiver  of  a  Fiduciary  or  Other  Obligation 

There  should  be  a  statutory  requirement  that  w  henever  a  financial  institution  enters  into  a  con¬ 
tract  w'ith  a  customer  providing  for  any  waiver  of  any  fiduciary  or  other  obligation  of  the  in¬ 
stitution  to  such  customer,  the  waiver  shall  be  ineffective  unless  the  institution  establishes  that 
the  customer  consented  to  such  a  waiver  after  the  full  consequences  of  it  were  explained. 
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Consultation  Draft  1985 

In  June  1985,  the  Ministry  of  Consumer  and  Commercial  Relations  released  a  consultation 
draft  of  a  proposed  Ontario  Loan  and  Trust  Corporations  Act.  This  draft  represents  yet  a  further 
stage  in  the  development  of  a  comprehensive  loan  and  trust  policy  which  has  been  ongoing  for  some 
time  and  eventually  will  lead  to  passage  of  a  new  statute  governing  the  operation  of  such  businesses 
in  Ontario. 

During  the  almost  continuous  process  of  evaluating  loan  and  trust  policy  over  the  past  ten 
years,  there  has  been  a  succession  of  studies,  including  a  substantive  review  of  loan  and  trust  cor¬ 
porations  law  by  a  select  committee  of  the  Ontario  Legislature,  a  number  of  special  investigations 
and  reports  in  the  aftermath  of  the  Crown,  Greymac  and  Seaway  Trust  government  takeovers,  a  1983 
ministry  White  Paper  on  proposed  legislative  changes  followed  by  a  report  of  the  Standing  Commit¬ 
tee  on  Administration  of  Justice,  and  various  working  drafts,  discussion  papers  and  consultations 
with  representatives  of  industry  and  other  governments. 

It  is  also  worth  noting  that  more  than  fifteen  years  ago,  Mr.  Justice  Samuel  H.S.  Hughes 
chaired  a  Royal  Commission  inquiry  into  the  collapse  of  Atlantic  Acceptance  Corporation  and  the 
related  fall  of  the  British  Mortgage  and  Trust  Company  and  other  affiliates.  That  commission  com¬ 
pleted  an  exhaustive  examination  of  the  causes  of  those  particular  failures  and  made  detailed  recom¬ 
mendations  for  revisions  to  the  Loan  and  Trust  Corporations  Act.  Despite  that  substantive  study  in 
which  the  issues  of  self-dealing,  conflict  of  interest,  and  liquidity  of  deposit-taking  institutions  were 
dealt  with  at  length,  the  loan  and  trust  industry  has  continued  to  suffer  from  problems  in  these  areas, 
on  an  ever-increasing  scale.  The  Atlantic  Acceptance  failure  and  the  findings  of  the  Royal  Commis¬ 
sion  should  have  been  adequate  warning  that  a  too  easy  reliance  on  existing  structures  of  regulation 
was  likely  to  produce  the  very  results  which  we  have  now  had.  It  is  of  great  concern  to  this  Task 
Force  that  failures  of  financial  institutions  have  continued  to  escalate  and  we  urge  the  Government 
of  Ontario  to  enact  legislation  which  will  limit  the  risks  of  insolvency  to  the  greatest  extent  possible. 

The  appointment  of  this  Task  Force  coincided  with  the  drafting  stage  of  the  new  statute 
and  while  we  have  had  the  benefit  of  all  of  the  studies  and  analyses  previously  done,  we  have  also 
brought  our  own  views  and  experience  to  this  policy  development  endeavour  and  have  had  the  addi¬ 
tional  benefit  of  numerous  written  and  oral  submissions  related  to  this  topic  from  interested  parties 
and  members  of  the  public  during  our  own  consultation  process. 

One  fundamental  issue  in  developing  new  legislation  is  the  degree  of  responsibility  which 
the  government  and  regulatory  authorities  should  assume  for  trust  and  loan  corporations.  For  all 
the  reasons  advanced  in  earlier  chapters  of  this  Report,  the  Task  Force  has  concluded  that  the  public 
interest  requires  that  there  be  effective  regulation  of  these  institutions  and  that  very  high  standards 
be  established  for  their  management. 

Such  institutions  are  a  major  part  of  our  capital  market  system,  being  entrusted  with  a  very 
large  part  of  the  savings  of  Canadians  and  employing  those  savings  to  finance  a  significant  part  of 
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the  businesses  and  personal  financial  requirements  of  Canadians.  The  capital  component  of  their  total 
capitalization  ranges  from  four  to  five  percent  —  a  much  smaller  capital  component  than  would  be 
considered  reasonable  for  corporations  engaged  in  other  businesses.  Although  financial  institutions 
can  operate  very  successfully  with  a  relatively  low  equity,  as  the  strength  of  our  financial  system 
has  demonstrated,  there  can  be  no  doubt  that  the  equity  can  be  wiped  out  very  quickly  if  imprudent 
lending  and  investment  policies  are  adopted  and  public  confidence  is  forfeited.  A  failure  of  any  ma¬ 
jor  participant  can  have  serious  consequences,  not  only  for  the  shareholders  and  depositors  of  such 
institutions,  but  for  other  participants  in  the  financial  community,  and,  in  the  case  of  a  very  major 
failure,  for  the  whole  economy.  The  public  expects  governments  to  act  to  maintain  an  efficient  and 
solvent  financial  system  in  which  deposit-taking  institutions  will  be  able  to  repay  their  deposits  in 
accordance  with  their  undertakings.  The  Task  Force  has  concluded  that  for  all  these  reasons  govern¬ 
ments  must  and  will  be  expected  to  assume  substantial  responsibilities  for  the  efficient  operation  of 
the  trust  and  loan  industry  and  for  the  safety  of  its  depositors.  In  these  circumstances  the  Task  Force 
believes  that  the  legislation  must  establish  a  system  for  the  governance  and  regulation  of  such  institu¬ 
tions  which  will  offer  the  best  possible  assurance  that  these  public  interest  objectives  may  be  met. 
In  particular,  it  is  our  view  that  the  opportunity  to  participate  in  this  industry  should  be  regarded 
as  a  privilege  and  not  as  a  right. 

It  has  been  suggested  that  the  requisite  public  policy  objectives  may  be  attained  by  greater 
reliance  on  self-regulation  and  by  placing  greater  responsibility  on  the  management  and  directors 
of  such  institutions.  The  Task  Force  has  carefully  examined  these  views  in  the  light  of  the  evidence 
available  to  it  as  to  experience,  both  in  this  country  and  elsewhere.  Our  opinion  is  that  it  would  be 
a  grave  mistake  to  believe  that  the  recent  problems  encountered  in  our  financial  system  could  be 
solved  in  this  way,  although  benefits  can  undoubtedly  be  obtained  by  imposing  greater  responsibility 
on  directors  and  management  and  by  encouraging  a  greater  degree  of  self- regulation.  The  Canadian 
experience  and  the  experience  of  other  jurisdictions  which  have  increased  the  responsibility  of  manage¬ 
ment  and  directors  do  not  justify  the  conclusion  that  such  measures  are  in  any  way  a  substitute  for 
effective  regulation. 

We  have  examined  the  draft  consultation  act  released  by  the  Ministry  of  Consumer  and  Com¬ 
mercial  Relations  in  June  1985  and  believe  that  it  is  desirable  legislation  combining  as  it  does  re¬ 
quirements  for  more  effective  regulation,  better  controls  on  entry,  and  increased  responsibilities  for 
those  involved  with  the  management  of  the  industry.  We  believe,  furthermore,  that  this  approach 
is  supported  generally  by  the  industry  and  the  public  whose  views  were  expressed  to  us  during  the 
course  of  our  proceedings. 

In  dealing  with  specific  provisions  in  the  Draft  Act,  however,  we  discern  a  clear  need  for 
different  provisions  to  meet  more  effectively  the  twin  objectives  of  solvency  and  efficiency.  In  this 
regard,  we  draw  particular  attention  to  the  recommendations  made  in  the  preceding  chapters  concer¬ 
ning  changes  that  should  be  incorporated  in  the  legislation  governing  all  financial  institutions.  These 
recommendations  embrace  such  matters  as  early  warning  systems,  the  role  of  audit  committees  and 
the  duties  of  auditors,  and  should  be  specifically  incorporated  into  the  Ontario  Loan  and  Trust  Cor¬ 
porations  Act.  The  recommendations  made  in  this  chapter  address  matters  which  are  more  specific 
to  the  loan  and  trust  industry,  although  the  general  principles  underlying  them  may  be  applicable 
to  the  revision  of  legislation  bearing  on  other  sectors. 

Entry  Requirements 

The  Draft  Act  imposes  higher  capitalization  requirements  for  new  entrants.  A  minimum 
of  $5  million  is  proposed  for  a  loan  corporation,  $10  million  for  a  trust  corporation  and  $15  million 
for  commercial  lending.'  This  represents  a  significant  increase  over  the  existing  minimum  levels  of 
$1  million  for  both  loan  and  trust  companies.  It  should  be  noted  also  that  the  Draft  Act  proposes 
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a  five-year  transition  for  existing  corporations  to  comply  with  the  new  capital  requirements  and  fur¬ 
ther  provides  an  exemption  from  prescribed  capitalization  for  trust  companies  operating  in  a  local 
or  regional  market.^  In  addition  to  other  requirements,  new  charters  and  registrations  will  not  be 
granted  unless  the  regulatory  authority  is  satisfied  that  each  proposed  director  is  fit,  both  as  to  character 
and  competence,  to  be  a  director  of  a  loan  or  trust  corporation  and  the  proposed  plan  of  operations 
is  feasible.^ 

These  entry  requirements  were  largely  supported  in  the  submissions  to  the  Task  Force.  The 
Trust  Companies  Association  of  Canada,  for  example,  stated  that  it  was  “very  strongly  of  the  opi¬ 
nion  that  it  should  be  much  more  difficult  to  enter  the  business.”^  Increased  capitalization  is  one 
means  of  both  restricting  entry  and  strengthening  solvency  and  we,  along  with  the  industry  associa¬ 
tion  and  others,  endorse  the  proposed  revisions  in  respect  of  entry  requirements,  such  as  higher 
minimum  levels  of  capital.  Higher  capitalization  is  desirable  not  least  because  it  encourages  the  develop¬ 
ment  of  sound  business  plans,  another  safeguard  against  insolvency.  This,  in  turn,  is  related  to  the 
ability  of  directors  and  management  to  develop  such  plans.  Their  fitness,  both  as  to  character  and 
competence,  is  fundamental  to  the  future  success  of  their  corporations. 

The  Task  Force  believes  that  the  enforcement  of  stricter  entry  requirements  is  absolutely 
essential  if  costly  failures  are  to  be  minimized.  Where  in  the  past  entry  to  a  particular  market  has 
been  permitted  for  newly  formed,  as  distinct  from  already  existing,  institutions,  the  result  all  too 
frequently  has  been  the  formation  of  weak  corporations  prone  to  insolvency,  rather  than  the  enhancement 
of  competition  or  service  to  the  public.  In  our  view  the  Lieutenant  Governor  in  Council  and  the  ap¬ 
propriate  regulators  should  give  special  attention  to  the  risk  of  insolvency  when  new  financial  in¬ 
stitutions  are  being  proposed  and  should  consent  to  their  formation  only  when  it  is  clear  that  their 
creation  is  in  the  public  interest.  Healthy  capitalization,  the  fitness  as  to  character  and  competence 
of  directors  and  management  and  a  sound  business  plan  should  be  essential  prerequisites  to  the  establish¬ 
ment  of  any  new  financial  institution.  We  believe  that  competition  and  better  service  to  the  public 
are  much  more  likely  to  be  enhanced  by  permitting  greater  competition  among  existing  institutions 
than  by  maintaining  a  relatively  easy  entry  policy. 

A  number  of  submissions  to  the  Task  Force  addressed  the  issue  of  the  fitness  as  to  character 
and  competence  of  directors  of  financial  institutions.  They  were  overwhelmingly  in  favour  of  requir¬ 
ing  higher  standards,  as  a  condition  of  entry,  for  those  individuals  who  are  responsible  for  the  opera¬ 
tion  of  loan  and  trust  corporations.  On  the  basis  of  these  submissions  and  our  own  observations  of 
historical  events,  we  wish  to  stress  the  importance  of  the  fitness  of  directors  as  a  prerequisite  to  ob¬ 
taining  and  maintaining  a  charter  or  licence  to  do  business  in  Ontario.  Such  a  charter  or  licence  should 
be  regarded  as  a  privilege  to  be  granted  only  after  searching  enquiries  as  to  the  character,  competence 
and  business  plans  of  applicants.  The  renewal  of  a  licence  should  only  be  made  when  the  regulator 
is  satisfied  as  to  each  of  these  vital  issues. 

The  Task  Force  has  found  it  easier  to  endorse  the  importance  of  ensuring  the  fitness  as  to 
character  and  competence  of  directors  and  management  than  to  formulate  methods  of  achieving  this 
in  practice.  In  some  countries  statutory  tests  have  been  devised  and  regulators  are  required  by  law 
to  enforce  specific  provisions  relating  to  the  qualifications  of  directors  and  management  of  financial 
institutions.  We  have  examined  various  tests  for  character  and  competence,  such  as  the  Bank  of  England 
tests  drawn  to  our  attention  at  the  public  hearings,^  but  do  not  find  that  they  provide  a  sufficient 
guarantee  of  fitness  because  they  ultimately  depend  on  the  judgment  of  the  regulator  about  what  is 
frequently  a  most  vexing  question.  The  Trust  Companies  Association  of  Canada  has  suggested  that 
its  members  may  be  helpful  in  assisting  the  appropriate  regulators  in  establishing  benchmarks  as  to 
the  manner  in  which  a  judgment  should  be  made  on  the  issues  involved.^  We  think  that  advantage 
should  be  taken  of  this  offer,  but  we  do  not  think  that  it  will  be  possible  to  develop  precise  tests 
as  to  fitness. 

The  reality  is  that  unless  there  is  a  very  clear  case  of  lack  of  character  or  competence,  the 
pressures  on  the  Lieutenant  Governor  in  Council  and  the  regulator  will  be  such  that  the  licence  will 
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be  granted  in  most  cases.  In  some  cases  it  will  be  equally  difficult  to  reject  an  application  because 
the  business  plans  appear  to  be  inadequate.  It  is  the  view  of  the  Task  Force  that  when  there  is  doubt 
as  to  any  of  these  matters  the  public  interest  will  be  best  served  by  a  rejection. 

Having  regard  to  the  recent  unfortunate  experiences  in  Canada  and  the  magnitude  of  the 
costs  of  failures  to  all  Canadians,  we  believe  that  the  granting  and  renewal  of  the  privilege  of  operating 
trust  and  loan  corporations  is  an  important  part  of  the  public  administration  of  the  province.  We 
believe  that  the  interest  of  the  public  will  be  advanced  by  a  requirement  that  the  regulator  compile 
a  compendium  of  information  as  to  the  matters  about  which  the  Lieutenant  Governor  in  Council  and 
the  regulator  are  required  to  be  satisfied  as  a  condition  of  granting  either  a  new  charter  or  registra¬ 
tion.  The  compendium  would  also  contain  information  as  to  the  qualifications  of  proposed  directors. 
We  believe  that  such  a  disclosure  would  be  in  the  public  interest,  permitting  the  legislature  to  be 
assured  that  the  privilege  of  operating  such  an  institution  in  Ontario  was  only  being  conferred  in 
appropriate  circumstances. 

With  respect  to  any  changes  in  directors,  we  accept  the  recommendations  of  various  sub- 
mittants,  including  the  Institute  of  Chartered  Accountants  of  Ontario,’  that  loan  and  trust  corpora¬ 
tions  should  be  required  to  notify  regulators  of  all  such  changes.  Although  the  Draft  Act  does  impose 
such  a  duty  on  corporations,  it  should  further  specify  an  ongoing  responsibility  to  ensure  that  newly 
elected  directors  meet  the  same  standards  of  character  and  competence  as  incorporators.  We  agree 
with  the  submission  of  Trilon  Financial  Corporation  which  propxises  “a  requirement  for  prior  regulatory 
approval  of  all  directors  of  financial  services  sector  companies,  with  approval  to  be  withheld  if  any 
director  does  not  meet  specified  standards  of  responsibility,  reputation  and  substance.”^  According¬ 
ly,  we  recommend  that: 

1.  Ongoing  Duty  of  Corporation 

In  addition  to  its  statutory  responsibility  to  advise  the  Superintendent  of  Deposit  Institutions 
of  every  change  in  its  board  of  directors,  each  corporation  should  have  a  continuing  statutory 
responsibility  to  satisfy  the  Superintendent  of  the  fitness  as  to  character  and  competence  of  its 
directors. 

2.  Ongoing  Duty  of  Regulator 

The  fitness  as  to  character  and  competence  of  the  directors  of  loan  and  trust  corporations  should 
be  reviewed  by  the  Superintendent  upon  the  incorporation  or  registration  of  a  corporation,  and 
upon  notification  of  a  change  in  the  board  of  directors  of  a  corporation. 

3.  Deposit  with  Standing  Committee 

The  upgraded  entry  requirements  proposed  in  the  draft  consultation  act  for  loan  and  trust  cor¬ 
porations  carrying  on  business  in  Ontario,  such  as  increased  capitalization  and  more  stringent 
character  and  competence  qualifications,  should  be  further  formalized  by  the  addition  of  a 
statutory  provision  that  the  Superintendent  deposit  a  file  with  a  standing  committee  of  the 
legislature  relating  to  each  newly  incorporated  or  registered  corporation  and  each  corporation 
that  has  reported  a  change  in  its  board  of  directors.  The  file  should  take  the  form  of  a  compen¬ 
dium  disclosing  the  relevant  information  on  the  fitness  as  to  character  and  competence  of  the 
board  of  directors  of  such  corporations  and,  in  the  case  of  each  new  ly  incorporated  or  registered 
corporation,  relevant  information  as  to  the  matters  required  to  be  established  to  the  satisfaction 
of  the  Lieutenant  Governor  in  Council  or  the  regulator  in  respect  of  such  incorporation  or 
registration. 
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Directors’  Duties 

The  Draft  Act  imposes  a  greater  degree  of  responsibility  on  the  directors  of  loan  and 
trust  companies  than  has  previously  been  required.  As  part  of  the  new  regulatory  scheme  emphasiz¬ 
ing  greater  corporate  accountability,  a  new  requirement  for  outside  directors  has  been  proposed  and 
a  new  standard  and  duty  of  care  have  been  introduced.  These  provisions  require  directors  to  exercise 
“the  care,  diligence  and  skill  of  a  reasonably  prudent  director  in  comparable  circumstances”  and 
to  have  due  regard  to  the  interests  of  depositors  as  well  as  the  shareholders  of  the  corporation  when 
considering  whether  a  particular  decision  is  in  the  best  interests  of  the  corporation  as  a  whole. 

The  Task  Force  endorses  the  increased  responsibility  of  directors  as  proposed  in  the  Draft 
Act,  particularly  the  new  standard  of  care  and  the  duty  to  consider  depositors’  interests.  In  Chapter 
V  we  recommend  additional  duties  that  directors  should  be  required  to  undertake,  notably  through 
the  use  of  audit  and  investment  committees.  As  we  have  previously  indicated,  we  believe  that  the 
confidence  that  is  essential  to  market  efficiency  depends  on  the  extent  to  which  financial  institutions 
are  well  run  and  accountable  and,  in  this  regard,  we  want  to  stress,  among  other  things,  the  crucial 
role  and  responsibilities  of  the  board  of  directors.  We  do  not  consider,  however,  that  it  is  advisable  to 
require  a  depositors’  director  and  we  received  no  support  for  such  a  proposal  during  our  consultation 
process.  As  important  as  the  role  of  directors  is  in  ensuring  a  responsibly  run  institution,  we  do  not 
regard  increased  liability  of  directors  as  a  substitute  for  strict  statutory  controls  on  self-dealing  or 
specific  requirements  as  to  prudent  management  practices  and  we  propose  additional  duties  for  directors 
in  respect  of  particular  matters  discussed  elsewhere  in  this  Report. 

In  our  Interim  Report,  we  recommended  that  the  Loan  and  Trust  Corporations  Act  should 
have  a  requirement  that  directors  having  a  conflict  of  interest  on  any  matter  not  be  present  when 
such  a  matter  is  being  discussed  or  voted  upon  by  the  directors."  The  Canadian  Bankers’  Associa¬ 
tion  endorsed  this  recommendation  in  its  submission  to  the  Task  Force'^  and  we  are  pleased  to  see 
that  it  has  been  reflected  in  the  Draft  Act.'^ 

It  is  essential  that  the  board  of  directors  of  financial  institutions  exercise  their  powers  in 
the  interests  of  such  institutions  and  their  depositors.  A  number  of  submissions  to  the  Task  Force 
stressed  that  this  objective  was  more  likely  to  be  attained  if  such  corporations  had  as  members  on 
their  board  persons  who  were  not  associated  with  those  in  control  of  such  institutions.  We  endorse 
their  views. 

The  issue  of  interlocking  directorships  is  also  addressed  in  the  consultation  draft.  It  is  pro¬ 
posed  to  limit  an  individual  to  the  directorship  of  only  one  registered  loan  or  trust  corporation  (other 
than  an  affiliate),  a  proposal  similar  to  the  restrictions  imposed  by  the  Bank  Act.  The  Consumers’ 
Association  of  Canada,  among  others,  has  lobbied  for  measures  to  limit  interlocking  directorships 
much  more  stringently  than  this.  The  Task  Force  agrees  that  there  should  be  such  limits,  but  we 
do  not  believe  it  desirable  to  prevent  directors  of  other  businesses  from  being  directors  of  trust  com¬ 
panies,  as  it  is  important  for  trust  companies  to  have  directors  experienced  in  business  matters.  We 
also  do  not  think  it  would  be  desirable  to  have  legislation  which  would  prevent  a  trust  company  from 
doing  business  with  a  corporation  with  which  it  shared  a  director.  Such  a  rule  would  place  real  im¬ 
pediments  on  the  recruitment  of  experienced  directors  who  would,  in  our  judgment,  be  loath  to  serve 
as  directors  if  it  meant  that  their  corporations  could  not,  in  any  circumstances,  do  business  with  the 
financial  institution  of  which  they  were  a  director.  Instead,  we  believe  that  the  proper  approach  is 
to  ensure  that  directors  are  not  acting  as  directors  of  competing  institutions  and  to  ensure  that  any 
conflicts  that  a  director  may  have  are  declared  and  that  where  such  a  conflict  exists,  that  director 
be  prohibited  from  participating  in  the  decision. 

Finally,  we  have  concluded  that  each  trust  or  loan  corporation  should  have  a  management 
resources  committee  of  the  board  which  would  review  management  systems,  evaluate  the  perfor¬ 
mance  of  management,  plan  for  its  succession,  establish  compensation  programs  and  ensure  con- 
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tinuity  of  good  management  at  all  times.  This  is  a  function  that  could  be  performed  by  the  board 
as  a  whole  and  for  which  it  must  take  the  ultimate  responsibility.  Nevertheless,  it  is  the  view  of  the 
Task  Force  that  this  function  is  more  likely  to  be  performed  well  if  a  small  committee  responsible 
to  the  board  is  charged  with  it,  particularly  when  many  corporations  have  members  of  management 
serving  as  board  members.  Accordingly,  we  recommend  that: 

4.  Directors  Generally 

The  provisions  of  the  draft  consultation  act  pertaining  to  outside  directors,  limits  on  cross¬ 
directorships  and  the  standard  of  care  required  of  directors  should  be  enacted  substantially  as 
drafted,  augmented  by  the  additional  responsibilities  of  directors  as  prescribed  in  the  foregoing 
recommendations  of  this  Report. 

5.  Management  Resources  Committee 

The  directors  of  a  loan  or  trust  corporation  should  have  an  additional  statutory  duty  to  appoint 
a  management  resources  committee  composed  of  outside  directors  with  the  responsibility  to  review 
management  systems,  to  develop  compensation  programs,  to  evaluate  the  performance  of  manage¬ 
ment,  to  plan  for  the  succession  of  management  and  to  ensure  continuity  in  the  good  manage¬ 
ment  of  the  corporation  at  all  times. 

Disclosure 

Public  confidence  in  the  solvency  of  the  financial  system  should  be  regarded  as  a  paramount 
objective.  To  this  end,  provisions  requiring  increased  disclosure  by  financial  institutions  to  the  public 
should  be  implemented. 

The  consultation  draft  provides  for  some  degree  of  disclosure  of  information  about  financial 
institutions  through  publications  of  the  Trust  Companies  Association  of  Canada  and  through  the  public 
file  required  to  be  maintained  by  the  Superintendent.'^  We  support  these  initiatives  but  wish  to  ex¬ 
tend  them  further.  Steps  should  be  taken  to  make  information  more  accessible  to  members  of  the 
public  who  may  be  unlikely  to  deal  with  the  office  of  the  regulatory  authority  and  who  may  be  unaware 
of  the  availability  of  such  information.  As  the  Consumers’  Association  of  Canada  pointed  out  in  its 
submission  to  the  Task  Force,  many  consumers  are  eager  to  manage  their  affairs  wisely  and  would 
benefit  from  additional  disclosure  of  financial  information. The  Institute  of  Chartered  Accountants 
of  Ontario  also  supports  this  view,  stating  that  information  should  be  available  to  investors  “so  that 
they  can  see  a  bill  of  health  of  the  basic  financial  position  and  results  from  time  to  time.”'^  Such 
disclosure  should  be  in  uniform  format  and  should  be  required  of  all  financial  institutions.  It  is  of 
the  utmost  importance  that  the  government  take  steps  to  encourage  consumers  to  address  the  sound¬ 
ness  of  the  institutions  with  which  they  deal. 

Mr.  S.  Sarpkaya  recommended  to  the  Task  Force  that  each  Ontario  institution  should  make 
its  quarterly  and  annual  reports  public  within  two  months  after  the  reporting  date.’’  In  our  view, 
disclosure  will  be  most  effective  if  depositors  have  the  right  not  only  to  obtain  a  copy  of  the  latest 
financial  statement  but  also  to  obtain  the  most  recent  interim  financial  statement.  If  this  right  is  to 
be  exercised,  depositors  must  be  informed  of  it.  Accordingly,  we  recommend  that: 

6.  Disclosure  of  Financial  Statements  of  Corporation 

A  statutory  duty  should  be  imposed  on  all  registered  loan  and  trust  corporations  to  provide  any 
depositor  upon  request  with  a  copy  of  the  corporation’s  most  recent  annual  and  most  recent 
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interim  financial  statement  and  to  notify  all  depositors  of  the  corporation,  in  writing,  at  least 
once  annually  of  their  right  to  obtain  such  statements. 

In  addition,  the  level  of  quality  of  disclosure  required  in  both  interim  and  annual  financial 
statements  of  loan  and  trust  colorations  would  be  significantly  improved  by  the  disclosure  of  all 
related  party  transactions  that  have  been  permitted  under  Part  IX,  the  conflict  of  interest  section, 
of  the  Draft  Act.  Precedent  for  a  similar  type  of  disclosure  already  exists  in  the  securities  legislation 
and  was  endorsed  in  principle  by  the  Institute  of  Chartered  Accountants  of  Ontario  during  our  public 
hearings.'*  In  practice,  the  extent  of  the  disclosure  that  we  advocate  should  involve  sufficient  detail 
to  permit  an  informed  reader  to  formulate  a  business  judgment  as  to  whether  the  transaction  was 
desirable.  Accordingly,  we  recommend  that: 

7.  Disclosure  of  Related  Party  Transactions 

Loan  and  trust  corporations  should  be  required  to  disclose  in  their  flnancial  statements  the  oc¬ 
currence  of  all  related  party  transactions  permitted  under  Part  IX  of  the  Draft  Act  during  the 
period  covered  by  the  statement,  together  with  such  information  as  may  be  required  to  permit 
a  person  to  have  an  informed  judgment  about  them. 

Self-Dealing 

Our  Interim  Report  assigned  urgent  priority  to  regulatory  prohibitions  against  self-dealing, 
that  is  transactions  carried  out  between  the  owners,  or  those  in  control,  of  financial  institutions  and 
the  financial  institutions. 

Following  our  interim  recommendations,  the  Draft  Act  was  prepared  incorporating  the  fun¬ 
damental  principles  which  we  advocated.  We  support  the  self-dealing  prohibitions  as  they  appear 
in  the  consultation  draft  and  we  consider  them  to  be  both  effective  and  feasible  and  recommend  their 
adoption  at  the  earliest  possible  time. 

We  are  gratified  that  the  submissions  to  this  Task  Force  were  overwhelmingly  in  favour 
of  strict  controls  over  self-dealing  and  a  number  of  submittants,  including  the  Canadian  Bankers’ 
Association  and  Mr.  J.  Douglas  Gibson,  a  very  experienced  director,  endorsed  our  recommenda¬ 
tions  in  this  regard.''^  If  it  were  practical  we  would  prohibit  self-dealing  in  every  form  whatsoever, 
but  in  practice  this  would  restrict  unduly  investment  and  would  introduce  difficulties  in  managing 
the  reasonable  affairs  of  the  corporation.  We  take  this  opportunity  to  reiterate  most  strongly  that 
self-dealing  in  financial  institutions  should  be  virtually  banned  and  that  exceptions  to  the  general 
prohibition  should  only  be  permitted  where  the  test  of  market  value  can  be  met.  Experience  has 
proved  time  and  time  again  that  self-dealing  is  very  often  a  root  cause  of  insolvency.  Given  the  in¬ 
creasing  number  of  failures  of  financial  institutions  and  a  clear  link  between  insolvency  and  self¬ 
dealing,  it  is  of  the  utmost  importance  that  governments  act  urgently  to  terminate  these  dangerous 
practices.  Our  recent  experiences  in  Canada  with  incidents  of  self-dealing  affecting  the  solvency  of 
financial  institutions  have  been  alarming  but  may  well  be  less  severe  than  those  of  other  jurisdic¬ 
tions.  A  recent  U.S.  report,  for  example,  attributed  45  percent  of  bank  failures  in  1982  to 
malfeasance.  Accordingly,  the  risk  involved  in  self-dealing  is  too  great  to  be  acceptable. 

Some  participants  in  our  public  hearings  argued  that  as,  by  and  large,  trust  companies  are 
run  by  honest  and  conscientious  individuals,  our  recommendations  as  to  self-dealing  were  too  severe. 
Clearly,  most  trust  companies  have  been  run  by  honest  and  conscientious  individuals  but,  unfor¬ 
tunately,  there  have  been  exceptions  and  these  exceptions  have  led  to  costly  failures.  It  is  quite  clear 
that  there  have  been  too  many  participants  who  have  acted  in  bad  faith  and  that,  accordingly,  the 
regulatory  system  must  be  designed  to  ensure  that  such  persons  are  unable  to  appropriate  the  assets 
of  such  institutions  for  their  own  benefit. 
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Some  institutions  have  instituted  business  conduct  review  committees  to  review  all  transac¬ 
tions  involving  related  parties.  We  commend  these  efforts  and  support  the  view  that  imposing 
greater  responsibility  on  independent  directors  to  police  self-dealing  transactions  is  desirable.  However, 
we  do  not  believe  that  such  measures  provide  adequate  safeguards  against  self-dealing.  As  one  witness 
put  it,  ‘pliant  directors’  can  always  be  found  who  will  be  more  vigilant  in  ensuring  the  best  in¬ 
terests  of  the  controlling  individuals  than  ensuring  the  interests  of  the  corporation  and  its  depositors. 

Some  witnesses,  while  recognizing  these  dangers,  took  the  position  that  self-dealing  tran¬ 
sactions  may  be  beneficial  to  financial  institutions  and  that,  accordingly,  it  was  unwise  to  impose 
a  virtual  ban  on  them.  After  carefully  reviewing  the  experience  both  in  Canada  and  abroad  with  self¬ 
dealing  transactions  in  respect  of  which  a  market  value  is  not  available,  we  have  concluded  that  the 
costs  will  far  outweigh  any  conceivable  benefit  from  such  transactions. 

There  are  self-dealing  transactions  which  are  clearly  fraudulent  and  which  may  be  readily 
identified  as  such  by  an  astute  director  or  regulator.  There  are  other  cases  where  the  fraud  is  not 
so  easily  detected  and,  accordingly,  the  safer  course  is  to  prohibit  them  when  a  market  test  is  not 
available.  In  addition,  it  must  be  recognized  that  there  are  dangers  to  any  financial  institution  in  all 
types  of  self-dealing,  whether  or  not  fraud  is  involved.  Many  transactions  occur  in  our  society  in 
which  people  of  good  faith  can  reach  very  different  conclusions  as  to  the  value  of  a  transaction.  It 
is  the  judgment  of  the  Task  Force  that  true  value  is  only  reached  by  a  process  of  arm’s  length  bargaining 
and  that  there  cannot  be  any  adequate  substitute  for  this  ultimate  test  of  real  value.  It  is  not  reasonable 
to  expect  regulators,  or  even  directors,  to  have  the  ability  or  resources  to  evaluate  many  complex 
transactions.  The  primary  responsibility  for  making  such  decisions  must  rest  on  an  informed  manage¬ 
ment  intent  solely  on  the  pursuit  of  the  interests  of  the  corporation  and  devoid  of  the  pressures  and 
conflicts  that  are  present  when  a  corporation  is  dealing  with  its  owners  or  controllers. 

In  our  Interim  Report  we  concluded  that  transactions  between  related  parties  should  only 
be  permitted  when  the  transaction  involves  services  or  commodities  for  which  a  market  value  is  readily 
and  clearly  ascertainable.  After  reviewing  all  of  the  submissions  made  to  the  Task  Force,  conducting 
our  own  research  and  hearing  the  views  expressed  during  the  public  hearings,  we  have  had  our  in¬ 
itial  views  on  self-dealing  reinforced  and  have  heard  nothing  that  would  persuade  us  to  change  our 
views  on  the  desirability  of  a  virtual  ban  on  self-dealing.  In  particular,  we  are  in  substantial  agree¬ 
ment  with  the  category  of  restricted  parties,  as  drafted  in  the  proposed  Loan  and  Trust  Corporations 
Act,  and  we  emphasize  that  the  objective  of  this  provision  should  be  to  make  any  person  who  has 
any  significant  degree  of  interest  in  the  corporation  a  restricted  party.  We  also  endorse  the  position 
taken  in  the  legislation  on  prohibited  activities  and  emphasize  that  the  category  of  permitted  excep¬ 
tions  to  the  self-dealing  provisions  should  not  be  further  extended  in  any  way. 

Section  144  of  the  Draft  Act  gives  the  Superintendent  the  discretion  to  allow  otherwise  pro¬ 
hibited  self-dealing  transactions  where  they  are  deemed  to  be  necessary  to  the  well-being  of  the  cor¬ 
poration.  For  the  reasons  indicated  earlier,  regulators  will  have  grave  difficulty  in  evaluating  such 
transactions.  Indeed,  there  is  much  to  be  said  for  imposing  a  complete  ban  on  such  transactions, 
save  for  the  cases  specifically  permitted  by  the  draft  legislation  where  a  true  market  value  comparison 
may  be  made.  There  may,  however,  be  rare  cases  where  a  corporation  can  establish  that  a  particular 
transaction  is  necessary  to  its  well-being.  In  such  instances,  the  onus  clearly  should  be  on  the  institu¬ 
tion  to  prove  that  such  a  transaction  is  indeed  beneficial  and  each  case  should  be  regarded  with  con¬ 
siderable  skepticism,  given  the  difficulty  that  any  regulator  will  have  in  evaluating  non-arm’s  length 
transactions.  We  believe  that  the  regulator  should  have  the  power  to  employ  agents  to  evaluate  such 
transactions  in  cases  where  the  regulator  does  not  have  sufficient  experience  to  do  so.  We  stress 
that  there  can  be  a  wide  range  of  seemingly  justifiable  opinions  as  to  market  value  in  many  transac¬ 
tions  and  that,  accordingly,  it  is  difficult  to  conclude  that  the  views  of  experts  may  ever  be  a  substitute 
for  the  conclusions  reached  in  an  arm’s  length  transaction. 

Having  regard  to  all  of  these  difficulties  and  the  need  to  minimize  the  number  of  approvals, 
we  urge  that  Section  144  be  changed  to  require  an  approval  by  the  Lieutenant  Governor  in  Council 
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of  any  transactions  which  have  been  supported  by  a  recommendation  of  the  Superintendent.  We  ad¬ 
vocate  as  well  additional  steps  which  would  further  formalize  the  allowing  of  otherwise  prohibited 
transactions  by  requiring  a  compendium  of  information  about  any  such  consents  to  be  deposited  with 
a  standing  committee  of  the  legislature  on  a  regular  basis. 

Complementing  our  recommendations  in  respect  of  the  increased  responsibilities  on  auditors, 
we  endorse  the  provisions  of  sections  149  and  150  of  the  consultation  draft  that  impose  a  duty  on 
auditors  and  persons  rendering  professional  services  to  the  corporation  to  report  to  the  directors  any 
breach  of  the  self-dealing  prohibitions  of  which  they  become  aware.  However,  these  provisions  would 
be  far  more  effective  if  they  required  such  reports  to  be  made  simultaneously  to  the  regulatory 
authorities. 

With  respect  to  the  legal  profession,  we  are  concerned  about  the  effect  of  the  proposed  s.  150(3) 
respecting  solicitor-client  privilege  and  believe  that,  as  currently  drafted,  it  may  eliminate  many  self¬ 
dealing  transactions  from  coming  to  the  attention  of  regulators.  In  view  of  the  evidence  that  lawyers 
have  often  had  knowledge  of  self-dealing  transactions  in  troubled  financial  institutions  in  the  past, 
we  believe  that  there  should  be  greater  responsibility  on  lawyers  and  other  professionals  in  this  area. 
However,  we  also  appreciate  the  importance  of  the  principle  of  solicitor-client  privilege  in  our  legal 
system.  We  suggest  that  a  review  be  undertaken  by  the  appropriate  body  on  the  question  of  how 
absolute  the  solicitor-client  privilege  should  be,  especially  in  relation  to  knowledge  of  self-dealing 
transactions  in  financial  institutions.  Accordingly,  we  recommend  that: 

8.  The  Extent  of  the  Prohibition 

The  approach  taken  in  the  Draft  Act  to  banning  self-dealing  should  be  adopted  and,  having  regard 
to  the  inherent  dangers  of  self-dealing,  the  exemptions  to  the  ban  should  not  be  further  extended 
in  any  way.  We  reiterate  the  recommendation  in  our  Interim  Report  that  the  overriding  policy 
consideration  in  drafting  the  self-dealing  provisions  of  the  Act  should  be  to  prohibit  all  non¬ 
arm’s  length  transactions  in  every  case  unless  true  market  value  can  be  objectively  ascertained 
by  independent  means  and  we  emphasize  that,  in  regulating  self-dealing,  greater  responsibility 
on  directors  and  greater  regulatory  discretion  cannot  substitute  for  the  impartiality  that  results 
from  arm’s  length  negotiations. 

9.  Consent  to  Prohibited  Transactions 

The  exemption  provided  in  section  144  of  the  Draft  Act  whereby  the  Superintendent  may  con¬ 
sent  to  an  otherwise  prohibited  conflict  of  interest  transaction  should  be  amended  to  require 
that  the  consent  be  obtained  from  the  Lieutenant  Governor  in  Council,  upon  the  recommenda¬ 
tion  of  the  Superintendent.  Such  approval  should  not  be  granted  unless  the  applicant  can  establish 
that  the  transaction  is  in  the  best  interests  of  the  corporation. 

10.  Report  to  Standing  Committee 

It  should  be  a  statutory  requirement  that  every  exemption  granted  under  section  144  shall  be 
disclosed  in  a  compendium  to  be  filed  by  the  Superintendent  with  a  standing  committee  of  the 
legislature. 

11.  Reporting  of  Conflict  of  Interest 

The  duty  in  section  149  and  section  150  of  the  Draft  Act  that  auditors  and  persons  undertaking 
professional  services  for  the  corporation  report  to  the  directors  any  conflict  of  interest  breach 
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of  which  they  are  aware  should  be  revised  to  require  that  such  reports  be  made  simultaneously 
to  the  directors  and  to  the  Superintendent. 

Conflict  of  Interest:  Shares  Held  as  Fiduciary 

In  more  general  terms,  we  are  concerned  about  the  protections  that  should  be  afforded  to 
persons  in  a  fiduciary  relationship  with  a  trust  company  where  conflicts  of  interest  arise  that  may 
prejudice  such  persons  in  their  dealings  with  the  institution.  We  consider  it  to  be  a  deficiency  in 
the  Draft  Act  that  these  broad  conflict  of  interest  issues  are  not  specifically  addressed  and  we  would 
like  to  emphasize  that  our  recommendations  relating  to  conflicts  of  interest,  presented  in  Chapter 
V  of  this  Report,  have  particular  relevance  to  the  position  of  trust  companies. 

One  of  the  conflict  of  interest  situations  of  particular  concern  to  this  Task  Force  relates  to 
the  conflicts  that  may  arise  when  a  trust  company  holds  some  of  its  own  shares  as  fiduciary.  Clearly, 
in  such  cases  its  interests  may  differ  from  its  obligations  to  its  client. 

Generally,  we  do  not  believe  that  it  is  advisable  to  permit  a  trust  company  to  acquire  its 
own  shares  as  fiduciary  but  we  support,  for  pragmatic  reasons,  the  approach  taken  in  the  draft  Loan 
and  Trust  Corporations  Act  whereby  a  trust  company  may  not  invest  in  its  own  shares  as  fiduciary 
but  may  continue  to  act  as  a  fiduciary  for  trusts  owning  shares  of  the  company  if  such  shares  were 
acquired  before  the  trust  company  assumed  fiduciary  responsibilities. 

We  also  support  the  approach  taken  that  shares  of  the  trust  corporation  held  as  fiduciary 
should  not  be  voted,  sold  or  dealt  with  in  any  way  by  the  corporation  without  the  consent  of  the 
board  of  directors.  However,  we  do  not  agree  that  this  prohibition  should  come  into  effect  only  in 
cases  where  the  trust  owns  more  than  ten  percent  of  the  shares  of  the  corporation.  Clearly  there  may 
be  situations  where  far  less  than  ten  percent  of  the  corporation’s  shares  represent  a  significant  ele¬ 
ment  or  where  the  aggregate  of  shares  held  by  the  corporation  in  a  number  of  small  individual  trusts 
exceeds  ten  percent  in  total.  For  example,  it  is  conceivable  that  such  shares  would  be  voted  when 
there  was  some  dispute  as  to  control.  In  such  a  case  the  management  of  the  corporation  effectively 
might  be  voting  on  its  own  destiny.  When  a  corporation  has  such  a  conflict  of  interest  it  obviously 
must  consider  very  carefully  its  fiduciary  responsibilities;  in  such  circumstances  we  think  it  only 
appropriate  that  the  ultimate  decision  as  to  those  fiduciary  responsibilities  should  be  undertaken  by 
the  board.  Similar  considerations  could  apply  to  any  sale  of  such  shares  where  a  takeover  is  in  pro¬ 
gress.  In  our  view,  the  board  of  directors  of  the  trust  corporation  should  be  required  to  review  and 
consent  to  every  vote  or  transaction  involving  any  shares  of  the  corporation  held  as  fiduciary.  Accor¬ 
dingly,  vv^  recommend  that: 

12.  Trust  Corporation  Shares  Held  as  Fiduciary 

The  provision  in  section  143  of  the  Draft  Act  prohibiting  a  trust  corporation  that  holds  its  own 
shares  as  fiduciary  from  voting  or  otherwise  dealing  with  such  shares  except  with  the  consent 
of  the  board  of  directors,  should  not  be  conditional  on  a  ten  percent  holding  but  should  extend 
to  any  shares  of  the  corporation  held  as  a  fiduciary. 

Regulation 

The  1984  report  of  the  standing  committee  reviewing  the  1983  White  Paper  on  loan  and 
trust  corporations  recommended  that  there  be  less  emphasis  in  the  statute  on  discretionary  regulation 
and  more  on  managerial  and  professional  responsibility."'  The  Task  Force  agrees  with  the  approach 
of  greater  responsibility  on  directors,  auditors  and  other  professional  advisors,  but  takes  the  position 
that  this  cannot  substitute  for  government  regulation  in  many  circumstances. 
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Unfortunately,  directors  can,  and  do,  fail  to  discharge  their  existing  responsibilities. 
Merely  increasing  the  responsibilities  is  unlikely  to  achieve  a  better  performance  from  directors  who 
either  carelessly  or  consciously  concur  in  decisions  detrimental  to  the  corporation.  The  consequences 
to  the  public  and  to  governments  of  the  failure  of  such  institutions  are  far  too  serious  to  permit  a 
reliance  on  the  greater  responsibility  of  such  persons  as  the  principal  line  of  defence  against  insolvency. 
As  indicated  elsewhere,  the  public  interest  requires  effective  and  vigilant  regulation  of  financial  in¬ 
stitutions  so  that  the  consequences  of  failures  of  directors  and  managers  to  act  prudently  may  be 
minimized. 

In  general,  then,  the  Task  Force  supports  the  revised  regulatory  structures  proposed  in  the 
Draft  Act,  such  as  earlier  intervention  by  regulators,  an  enforceable  voluntary  compliance  program, 
the  use  of  orders  of  the  Director  of  Loan'  and  Trust  Corporations  and  the  Superintendent’s  investiga¬ 
tion  power.  We  are  also  of  the  view  that  any  cancellation  or  suspension  of  the  licence  of  a  loan  or 
trust  company  should  be  required  to  be  disclosed,  together  with  the  reasons  therefor,  in  a  compen¬ 
dium  to  be  deposited  with  a  standing  committee  of  the  legislature.  Accordingly,  we  recommend  that: 

13.  Regulatory  Powers 

The  enhanced  regulatory  powers  and  structures  in  the  Draft  Act  should  be  enacted  substantially 
as  drafted. 

14.  Suspension  of  Business 

Whenever  the  right  of  a  loan  or  trust  corporation  to  carry  on  business  is  suspended  by  the  Direc¬ 
tor  of  Loan  and  Trust  Corporations,  the  Superintendent  or  the  Lieutenant  Governor  in  Coun¬ 
cil,  the  fact  of  the  suspension  and  the  reasons  therefor  should  be  disclosed  in  a  compendium 
to  be  deposited  with  a  standing  committee  of  the  legislature. 

Commercial  Lending 

During  the  course  of  our  deliberations,  the  Task  Force  has  heard  much  about  the  impor¬ 
tance  to  trust  and  loan  corporations  of  the  power  to  do  commercial  lending  and  the  desirability  of 
greater  competition  among  financial  institutions  for  this  business.  As  we  have  discussed,  competi¬ 
tion  takes  place  in  distinct  markets  for  different  financial  services.  Where  established  institutions, 
which  are  less  prone  to  solvency  problems,  enter  new  markets,  the  goals  of  competition  and  market 
efficiency  are  both  enhanced.  The  expansion  of  activities  of  established  loan  and  trust  companies 
in  the  commercial  lending  field  is  justified  on  this  principle.  However,  the  Task  Force  emphasizes 
the  need  for  trust  and  loan  companies  seeking  to  take  advantage  of  expanded  commercial  lending 
powers  to  appreciate  the  particular  nature  of  the  risks  associated  with  commercial  lending,  the  nature 
of  the  staff  expertise  which  is  required  to  compete  effectively  in  commercial  lending  while  ensuring 
continued  institutional  soundness  and  the  importance  of  appropriate  standards  to  ensure  appropriate 
portfolio  diversification. 

We  also  believe  that  the  appropriate  approach  to  any  extension  of  powers  at  this  time  is 
by  a  gradual  enhancement,  as  has  been  suggested  in  the  draft  legislation.  Experience  in  this  and  other 
jurisdictions  has  demonstrated  that  commercial  lending  can  often  be  a  difficult  business  and  that  it 
is  a  business  which  can  only  be  successfully  pursued  by  persons  whose  experience  makes  them  con¬ 
versant  with  the  risks  involved.  Accordingly,  we  believe  that  it  is  very  important  that  the  Superinten¬ 
dent,  in  exercising  the  right  of  approval  of  commercial  lending  powers,  be  satisfied  that  the  applicant 
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corporation  has  a  viable  business  plan  for  such  an  activity  and  has  experienced  personnel  to  imple¬ 
ment  it.  If  this  is  not  done  then  there  will  be  a  real  risk  that  the  extension  of  commercial  lending 
powers  will  imperil  the  solvency  of  some  institutions.  Accordingly,  we  recommend  that: 

15.  Endorsement  of  Draft  Provisions 

The  proposals  in  the  Draft  Act  in  respect  of  commercial  lending  which  place  three  principal 
restrictions  on  the  commercial  lending  of  registered  loan  and  trust  corporations: 

(i)  approval  of  the  Superintendent  of  Deposit  Institutions; 

(ii)  minimum  capital  of  $15,000,000; 

(iii)  restrictions  to  ten  percent  or  less  of  total  assets  of  the  corporation 
should  be  enacted. 

Commercial  Leasing 

Together  with  commercial  lending,  commercial  leasing  is  a  business  that  demands  a  stable 
institution,  able  to  assume  the  risks  inherent  in  this  category  of  financial  products,  and  possessed 
of  a  high  level  of  expertise.  In  our  view,  it  is  unlikely  that  the  requisite  standard  of  expertise  could 
be  acquired  by  a  company  with  a  relatively  small  capitalization. 

For  these  reasons,  similar  restrictions  to  those  required  for  loan  and  trust  corporations  wishing 
to  engage  in  commercial  lending  should  be  required  of  those  who  wish  to  engage  in  commercial 
leasing.  Accordingly,  we  recommend  that: 

16.  Minimum  Capital 

In  respect  of  commercial  leasing,  a  further  condition  to  those  proposed  in  the  Draft  Act  should 
be  enacted.  Minimum  capital  of  $15,000,000  should  be  required  as  a  prerequisite  to  commercial 
leasing. 

Leverage  Ratios 

Financial  institutions  traditionally  have  a  capitalization  with  a  relatively  high  debt  compo¬ 
nent  and  a  low  equity  component.  Such  a  capitalization  obviously  requires  institutions  to  be  managed 
prudently  and  efficiently  as  the  small  equity  does  not  permit  significant  losses  to  be  sustained  without 
danger  to  the  continued  solvency  of  a  particular  institution.  In  recognition  of  this,  the  legislation 
governing  trust  and  loan  companies  has  traditionally  placed  limitations  on  the  extent  to  which  an 
institution  could  employ  leverage.  The  draft  legislation  provides  that  deposits  and  borrowings  of  both 
trust  companies  and  loan  corporations  shall  not  exceed  an  amount  equal  to  ten  times  the  capital  base; 
/.<?.,  the  shareholders’  equity.  However,  the  Draft  Act  would  permit  the  Superintendent  of  Deposit 
Institutions,  subject  to  any  terms  and  conditions  regarded  as  advisable,  to  increase  the  borrowing 
limit  up  to  25  times.  Furthermore,  the  legislation  would  permit  a  financial  institution  to  exceed  its 
borrowing  limit  so  long  as  the  amount  by  which  the  limit  is  exceeded  is  invested  in  a  manner  prescribed 
by  regulation. 

It  is  very  important  that  the  regulatory  authorities,  in  exercising  this  discretion,  only  do  so 
when  the  experience  of  the  management  and  the  record  of  achievement  of  the  corporation  justify 
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it  in  using  a  high  leverage  ratio.  The  ability  to  use  a  leverage  ratio  beyond  ten  times  should  be 
regarded  as  a  privilege  which  should  only  be  granted  when  the  record  of  the  company  clearly  in¬ 
dicates  that  the  public  interest  will  not  be  prejudiced  by  doing  so.  Furthermore,  whenever  the  regulatory 
authorities  are  not  satisfied  with  the  operations  of  a  company  the  multiple  should  be  reduced,  recognizing 
that  any  doubt  should  be  resolved  in  favour  of  preserving  solvency.  Accordingly,  we  recommend  that: 

17.  Increases  in  Borrowing  Multiples  to  be  Approved 

Any  increases  in  the  borrowing  multiple  of  trust  and  loan  corporations  to  any  amount  in  excess 
of  ten  times  the  capital  base  should  be  approved  by  the  responsible  minister  or  by  the  Lieutenant 
Governor  in  Council.  Each  subsequent  increase  also  should  be  so  approved. 

18.  Deposit  with  Standing  Committee 

Information  as  to  the  increases  in  the  borrowing  multiples  of  trust  and  loan  corporations  granted 
in  each  year  should  be  deposited  with  a  standing  committee  of  the  legislature  at  least  once  per 
year  in  the  form  of  a  compendium  prepared  by  the  Superintendent  of  Deposit  Institutions. 

19.  Reduction  of  Borrowing  Multiple 

The  Superintendent  of  Deposit  Institutions  should  be  required  to  review  the  borrowing  multiple 
of  each  trust  and  loan  corporation  at  least  once  per  year  and  where  it  is  determined  that  the 
borrowing  multiple  is  too  high,  the  Superintendent,  by  order  and  subject  to  such  terms  and  con¬ 
ditions  as  may  be  set  out  in  the  order,  may  reduce  the  borrowing  multiple  to  any  amount  that 
the  Superintendent  deems  in  the  best  public  interest,  notwithstanding  any  other  provision  in 
the  legislation. 

Quantitative  Limits 

As  we  have  discussed  in  Chapter  V,  the  Task  Force  recommends  that  a  prudent  investment 
approach  be  adopted  to  replace  the  quality  tests  in  the  existing  legislation  and  proposed  in  the  con¬ 
sultation  draft.  However,  we  believe  that  the  prudent  strategy  must  also  take  into  account  the  impor¬ 
tance  of  diversification  of  investments  and,  in  our  view,  the  most  effective  means  of  ensuring  this 
is  through  the  continuation  of  quantitative  restrictions  on  particular  categories  of  investments. 

The  submissions  to  the  Task  Force  bear  out  our  own  findings  on  this  issue.  In  particular, 
the  evidence  of  the  Canadian  Life  and  Health  Insurance  Association,  Professor  Seymour  Friedland, 
and  the  Trust  Companies  Association  of  Canada  was  such  as  to  favour  the  prudent  portfolio  approach 
to  the  regulation  of  investments  by  financial  institutions. 

We  have  considered  the  particular  quantitative  limits  proposed  in  the  draft  Loan  and  Trust 
Corporations  Act  and  are  in  substantial  agreement  with  them.  In  respect  of  the  proposed  basket  clause, 
however,  we  are  of  the  opinion  that  it  should  be  redrafted  to  make  it  clear  that  the  basket  clause 
should  not  be  used  in  such  a  way  as  to  enlarge  the  lending  authority  of  corporations  which  have 
obtained  the  extended  powers  given  under  the  commercial  lending  clause  (s.  160  (2)).  Furthermore, 
it  should  be  clear  that  all  loan  and  trust  corporations  are  permitted  to  engage  in  commercial  lending 
by  the  basket  clause  so  that  an  evaluation  of  their  success  in  using  these  powers  can  be  made  before 
any  enlargement  is  permitted.  Accordingly,  we  recommend  that: 
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20.  Common  Shares 

The  quality  tests  proposed  in  clause  160(l)(c)  of  the  Draft  Act  should  be  eliminated.  Any  pro¬ 
posed  investment  in  common  shares  should  be  considered  with  regard  to  the  prudent  investment 
standards  established  by  the  investment  committee  and  adopted  by  the  board  of  directors. 
However,  the  quantitative  restrictions  in  the  Draft  Act  in  respect  of  investment  in  common  shares 
should  be  retained.  These  restrictions  include: 

(i)  total  investment  in  shares  not  to  exceed  25  percent  of  total  assets;  and 

(ii)  no  holding  in  excess  of  ten  percent  of  the  voting  shares  of  any  one  body  corporate. 

21.  Preferred  Shares 

The  quality  tests  proposed  in  clause  160(l)(d)  of  the  Draft  Act  should  be  eliminated.  Any  pro¬ 
posed  investment  in  preferred  shares  should  be  considered  with  regard  to  the  prudent  invest¬ 
ment  standards  established  by  the  investment  committee  and  adopted  by  the  board  of  directors. 
However,  the  quantitative  restrictions  in  the  Draft  Act  in  respect  of  investment  in  preferred  shares 
should  be  retained.  These  restrictions  include: 

(i)  total  investment  in  shares  not  to  exceed  25  percent  of  total  assets;  and 

(ii)  no  holding  in  excess  of  ten  percent  of  the  voting  shares  of  any  one  body  corporate. 

22.  Consumer  Lending 

As  proposed  in  the  Draft  Act,  personal  loans  to  any  individual  should  not  exceed  the  greater  of 
$25,000  and  the  individual’s  annual  income  and  ail  personal  lending  should  be  done  according 
to  the  provisions  in  subsection  160(4)  of  the  Draft  Act  including  the  restriction  that  the  aggregate 
total  of  such  investment  is  ten  percent  or  less  of  the  total  assets  of  the  loan  or  trust  corporation 
or  such  lower  percentage  as  the  Superintendent  of  Deposit  Institutions  may  approve. 

23.  Real  Estate  for  the  Production  of  Income 

The  amount  of  investment  in  real  estate  for  the  production  of  income  should  be  restricted  to 
five  percent  of  total  assets;  investment  in  any  one  parcel  of  real  estate  should  not  exceed  one 
percent. 

24.  Real  Estate  for  Own  Use 

The  amount  of  investment  in  real  estate  for  the  corporation’s  own  use  should  be  restricted  to 
an  amount  equal  to  the  capital  base  of  the  corporation. 

25.  Third  and  Subsequent  Mortgages 

The  amount  of  investment  in  third  and  subsequent  mortgages  should  be  restricted  to  two  per¬ 
cent  of  the  total  assets  of  the  corporation. 
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26.  Single  Investments 

The  amount  of  investment  in  any  single  person  or  persons  that  to  the  knowledge  of  the  corpora¬ 
tion  are  ‘related’  should  be  restricted  to  one  percent  of  the  total  assets  of  the  corporation. 

27.  ‘Open  Basket’ 

The  amount  of  investment  in  the  basket  should  be  restricted  to  five  percent  of  the  total  assets 
of  the  corporation.  The  basket  clause  should  be  redrafted  to  clarify  that  it  cannot  be  used  for 
commercial  lending  by  corporations  that  have  been  granted  the  statutory  commercial  lending 
privilege  by  the  Superintendent  and  that  it  may  be  used  for  commercial  lending  by  any  other 
corporation  wishing  to  gain  experience  in  this  area. 

28.  Investment  Limits 

The  50  percent  investment  limit  proposed  in  section  165  of  the  Draft  Act  should  be  enacted. 
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Chapter  VIII 

The  Insurance  Industry 

Background  Considerations 

The  insurance  industry  in  Ontario  is  comprised  of  several  different  segments  each  making 
a  unique  contribution  to  the  provision  of  a  financial  product  which  is  essential  to  most  Canadians. 
We  have  already  drawn  special  attention  to  the  vital  role  played  by  independent  agents  and  brokers 
in  the  distribution  of  insurance  products  to  consumers.  This  chapter  focusses  upon  the  institutional 
members  of  the  insurance  industry. 

Generally  speaking,  this  industry  is  made  up  of  two  entirely  different  types  of  companies. 
These  are  stock  insurance  companies  (stock  insurers)  which  have  their  equity  capital  owned  by 
shareholders  in  the  same  way  as  most  other  business  corporations:  they  may  be  widely  held,  closely 
held,  controlled  by  a  holding  company  or  by  some  other  corporation,  financial  institution  or  com¬ 
bination  thereof.  Mutual  insurance  companies  (mutual  insurers),  on  the  other  hand,  have  no  share 
capital  and  so  are  controlled,  not  by  shareholders,  but  by  members  who  are  policyholders.  By  defini¬ 
tion,  then,  they  are  widely  held,  for  the  most  part  by  individuals  as  they  cannot  be  a  subsidiary  of 
a  holding  company  or  other  corporation.  Because  of  this  essential  difference  in  their  ownership  structure, 
the  diversification  capacity  of  the  two  categories  of  insurers  is  entirely  different.  An  upstream  holding 
company  can  control  a  stock  insurer  and  it  can  become  part  of  a  financial  conglomerate  offering 
a  wide  array  of  financial  services;  mutuals  cannot.  In  addition,  no  mutual  insurer  is  permitted  the 
flexibility  of  investment  provided  by  the  seven  percent  basket  clause  in  the  Ontario  Insurance  Act. 

This  distinction  between  stock  and  mutual  insurers  becomes  even  more  significant  when 
one  examines  differences  in  the  investment  powers  accorded  to  different  types  of  insurers.  Under 
the  Ontario  Insurance  Act,  all  stock  insurers  and  mutual  life  (but  not  mutual  property  and  casualty) 
insurers  are  given  the  same  powers  with  respect  to  investment  in  preferred  and  common  shares 
and  income-producing  real  estate.  While  no  mutual  insurer  is  extended  the  use  of  the  basket  invest¬ 
ment  power,  property  and  casualty  mutuals  are  further  restricted  in  that  they  cannot  invest  in  shares 
or  in  income-producing  real  estate.  Stock  property  and  casualty  insurers  are  not  permitted  to  invest 
in  the  shares  of  any  insurance  corporation;  life  insurers  of  either  category  may  not  invest  in  another 
life  insurance  corporation,  but  may  in  other  types  of  insurance  corporations. 

Ontario  chartered  companies  comprise  a  relatively  small  part  of  the  Ontario  insurance  in¬ 
dustry.  Of  478  licensed  insurance  companies,  79  are  Ontario  incorporated,  fourteen  are  chartered 
in  another  province,  149  are  federal  Canadian  companies,  and  236  are  foreign  insurers  registered 
and  regulated  by  the  federal  government.  Of  the  Ontario-incorporated  insurance  companies,  the  ma¬ 
jority  (52)  are  property  and  casualty  mutual  insurers,  most  of  which  are  known  as  the  farm  mutuals. 
There  are  only  four  life  insurers  (three  stock  and  one  mutual),  21  stock  property  and  casualty  in¬ 
surers  and  two  reinsurance  companies  chartered  in  Ontario. 

Some  companies  incorporated  in  other  jurisdictions  have  different  powers  from  Ontario  com¬ 
panies.  It  is  important  that  the  Ontario  companies  have  powers  which  permit  them  to  compete  with 
other  companies  carrying  on  business  here. 
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As  well,  recent  developments  and  initiatives  in  other  jurisdictions  have  brought  about  a  de¬ 
mand  for  changes  in  the  regulation  of  insurance  institutions  and  increased  powers.  The  passage  of 
Bill  75  in  the  Province  of  Quebec  gives  Quebec  chartered  insurers,  a  number  of  whom  are  also  licensed 
to  conduct  business  in  Ontario,  the  power  to  engage  in  a  number  of  non-insurance  activities  and  varied 
financial  intermediation  functions.  While  the  full  impact  of  these  legislative  changes  is  as  yet  undeter¬ 
mined,  clearly  the  enlarged  sphere  of  permitted  activities  and  greater  latitude  in  investment  powers 
granted  to  these  companies  have  the  potential  to  expose  the  Government  of  Ontario  to  certain  economic 
and  political  costs.  If  some  Quebec  based  insurers  become  insolvent,  for  example,  residents  of  On¬ 
tario  may  well  expect  compensation  from  their  own  government.  Ontario  will  not  have  regulatory 
control  over  the  business  activities  of  an  insurer  outside  Ontario,  but  nevertheless  its  grant  of  a  licence 
to  carry  on  business  here  undoubtedly  will  be  taken  by  the  public  as  giving  some  assurance  of  the 
stability  of  a  licensed  insurer. 

In  our  Interim  Report,  we  recommended  that  the  Government  of  Ontario  request  120  days’ 
notice  in  writing  from  any  insurance  company  wishing  to  pursue  corporate  activities  which  deviate 
from  those  allowed  by  the  Insurance  Act  of  Ontario.  As  an  interim  strategy,  this  recommendation 
has  the  utility  of  providing  a  period  of  time  in  which  each  particular  situation  can  be  analyzed  and 
appropriate  action  taken  in  the  short  term.  However,  a  solution  which  is  more  appropriate  in  the 
long  term  must  be  devised  to  deal  with  emerging  issues  before  they  become  full-fledged  problems. 
The  widespread  implementation  of  industry  compensation  funds,  discussed  in  Chapter  IV  of  this  Report, 
offers  one  such  solution.  It  has  the  advantage  of  providing  protection  for  Ontario  residents  without 
imposing  restrictions  on  the  investment  policies  of  insurers  incorporated  elsewhere. 

Proposals  for  revision  to  the  federal  legislation  governing  insurance  companies  are  discuss¬ 
ed  in  the  recent  Green  Paper  and,  if  implemented,  may  also  have  an  impact  on  the  Ontario  insurance 
industry  for  which  the  Ontario  government  should  be  prepared.  The  federal  paper  proposes  to  allow 
mutual  insurers  to  create  a  downstream  group  of  affiliates  in  order  to  take  advantage  of  the  holding 
company  approach  and  to  offer  a  wider  range  of  services  to  their  customers.  Changes  to  the  invest¬ 
ment  powers  of  all  insurance  companies  are  also  proposed.  Generally,  a  prudent  investment  approach 
is  envisaged. 

While  the  Canadian  insurance  business  has  not  been  plagued  with  insolvencies  to  the  same 
extent  as  other  sectors  of  the  financial  services  industry,  there  have  been  a  number  of  recent  pro¬ 
blems  indicating  that  insolvencies  certainly  can  occur  in  this  industry.  The  recent  difficulties  are  of 
great  concern  to  the  Task  Force  because  they  may  be  symptomatic  of  broader  pressures  and  because, 
with  the  exception  of  the  farm  mutuals,  there  is  no  protection  in  the  form  of  a  guarantee  or  compen¬ 
sation  fund  for  clients  who  may  incur  losses  upon  the  insolvency  of  an  insurer.  The  following  discus¬ 
sion  and  recommendations  deal  with  these  issues. 

Changes  to  the  Regulation  of  All  Insurance  Companies 

The  Task  Force  received  an  extensive  written  submission,  supplemented  by  an  oral  presen¬ 
tation,  from  the  Canadian  Life  and  Health  Insurance  Association  (CLHIA).'  It  advocated  extended 
powers  for  life  insurance  companies,  including  the  ability  to  acquire  downstream  subsidiaries  in  any 
business,  and  replacement  of  the  legal  for  life  restrictions  on  investment  with  a  prudent  management 
approach.  No  formal  submissions  were  received  from  the  Insurance  Bureau  of  Canada,  the  associa¬ 
tion  representing  stock  property  and  casualty  insurers,  although  the  Task  Force  had  met  informally 
with  this  group  in  the  initial  phase  of  our  proceedings  and  took  heed  of  its  concern  for  preserving 
the  special  role  of  the  broker. 

We  are  in  substantial  agreement  with  two  major  proposals  of  CLHIA.  The  first  is  the  desirabili¬ 
ty  of  modernizing  the  Insurance  Act  of  Ontario  which  has  not  been  updated  in  many  years.  Two 
primary  objectives  should  guide  the  formulation  of  the  new  Act:  ( 1 )  the  rules  as  to  governance  should 
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be  updated  to  conform,  so  far  as  possible,  with  the  principles  adopted  in  the  Ontario  Business  Cor¬ 
porations  Act,  1982;  and  (2)  the  general  principles  we  have  recommended  in  this  Report,  notably 
in  Chapters  III,  IV,  and  VI,  in  relation  to  the  governance  and  regulation  of  all  financial  institutions 
should  be  implemented. 

A  number  of  the  proposals  made  in  Chapter  VII  on  the  loan  and  trust  industry  are  also 
applicable  to  insurance  companies,  as  they  too  must  be  governed  and  regulated  to  assure  their.fman- 
cial  stability  to  the  greatest  extent  possible.  In  particular,  entry  requirements  should  be  made  more 
stringent,  directors  should  bear  a  greater  duty  of  care,  more  disclosure  to  the  public  is  warranted, 
and  a  statutory  prohibition  on  self-dealing  similar  to  our  proposal  in  respect  of  the  loan  and  trust 
industry  should  be  enacted.  We  are  also  in  agreement  in  principle  with  the  application  of  the  prudent 
investment  approach  to  the  insurance  industry  for  the  reasons  previously  discussed  in  Chapter  V. 
We  make  no  specific  recommendations  on  the  quantitative  limits  for  capitalization  or  specific  stan¬ 
dards  for  diversification  of  investment,  but  advise  that  the  underlying  principles  used  in  the  formula¬ 
tion  of  limits  for  loan  and  trust  corporations  should  be  applied,  to  the  extent  applicable,  to  the  in¬ 
surance  sector. 

The  expansion  of  the  powers  of  insurers  to  acquire  downstream  subsidiaries  in  unrelated 
businesses,  is,  however,  not  an  initiative  that  the  Task  Force  is  prepared  to  support.  We  do  believe, 
however,  that  mutual  insurance  companies  should  be  able  to  take  advantage  of  the  holding  company 
structure  in  the  same  way  as  some  stock  companies  now  have  done  and  should  be  permitted  to  engage 
in  approved  networking  arrangements.  In  other  words,  all  Ontario  insurers,  regardless  of  their  owner¬ 
ship,  should  be  able  to  diversify  equally  through  networking  or  the  holding  company  device.  We 
think  that  appropriate  steps  should  be  taken  to  discourage  any  common  ownership  that  would  result 
in  a  mix  of  commercial  or  real  sector  interests  with  interests  in  the  insurance  business. 

Furthermore,  it  is  our  view  that  no  extension  of  the  powers  of  general  or  life  insurers  should 
be  legislated  until  industry  compensation  funds  that  satisfy  the  regulatory  authorities  are  in  place.  As 
we  point  out  in  Chapter  IV,  the  creation  and  operation  of  compensation  or  guarantee  funds  in  all 
segments  of  the  financial  services  industry  is  essential  to  public  confidence  in  the  solvency  of  the 
financial  system  and  to  the  safeguarding  of  the  funds  entrusted  to  financial  institutions  in  this  pro¬ 
vince.  Accordingly,  we  recommend  that: 

1.  Investment  Powers 

The  statutory  provisions  respecting  the  investment  powers  of  insurance  companies  should  be 
amended  to  parallel  the  recommendations  made  in  this  Report  regarding  the  investment  powers 
of  loan  and  trust  companies. 

2.  Other  Statutory  Requirements 

The  following  matters  should  be  reflected  in  amendments  to  the  Insurance  Act  and  should  parallel 
the  recommendations  made  in  this  Report  regarding  trust  companies: 

(i)  more  appropriate  requirements  for  initial  capitalization  and  the  qualifications 
of  incorporators; 

(ii)  the  standard  of  care  of  directors  and  duties  of  the  management  resources 
committee; 

(iii)  the  role  and  responsibilities  of  audit  committees  and  the  development  of  early 
warning  systems; 
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(iv)  the  qualiHcations  of  directors  and  the  restrictions  on  cross-institutional 
directorships. 

Mutual  Life  Insurance  Companies 

CLHIA,  which  represents  both  stock  and  mutual  life  insurance  companies,  argued  that  the 
regulation  of  these  two  groups  should  be  equalized  in  respect  of  investment  capacity  and  ability  to 
diversify  through  the  use  of  subsidiaries  and  affiliates. 

We  have  not  received  any  submission  from  the  industry,  regulators  or  the  public  opposing 
this  treatment  and  we  favour  such  equalization  in  principle.  Elsewhere  in  this  Report  we  have  sug¬ 
gested  that  there  are  significant  advantages  in  having  financial  institutions  widely  held.  The  exten¬ 
sion  of  the  financial  holding  company  structure  to  mutual  insurers  is  particularly  appealing  as  they 
are  very  widely  held  and,  accordingly,  their  growth  will  contribute  to  the  expansion  of  the  widely- 
held  sector.  Whether  the  means  for  such  diversification  is  through  a  financial  holding  company  or 
in  downstream  subsidiaries  is  a  matter  on  which  the  Ontario  government  should  consult  with  federal 
policy-makers  to  ensure  that  legislated  developments  at  both  levels  are  compatible  and  complementary. 

Our  caveat  issued  earlier  concerning  the  implementation  of  satisfactory  industry  compensa¬ 
tion  funds  prior  to  legislative  changes  in  the  powers  of  insurance  companies  also  extends  to  our  recom¬ 
mendation  in  respect  of  mutual  life  insurers.  Accordingly,  we  recommend  that: 

3.  Capacity  of  Mutual  Life  Insurance  Companies  to  Own  Subsidiaries  or  Own  Shares 
in  a  Financial  Holding  Company 

Provided  that  there  exists  a  life  insurance  industry  compensation  fund  that  is  satisfactory  to  the 
regulatory  authorities,  the  Government  of  Ontario  should  pursue,  in  consultation  with  the  Govern¬ 
ment  of  Canada,  means  which  will  ensure  that  mutual  life  insurance  companies,  as  widely-held 
financial  institutions,  will  not  be  disadvantaged  vis-d-vis  stock  companies  in  their  capacity  to 
affiliate  with  other  financial  institutions,  whether  by  way  of  the  organization  of  a  Hnancial  holding 
company  or  in  downstream  subsidiaries. 

Ontario  Farm  Mutuals 

The  Ontario  Mutual  Insurance  Association  (OMIA),  representing  all  51  of  the  farm  mutuals 
in  Ontario,  appeared  at  the  Task  Force  hearings' to  propose  that  they  be  given  the  same  powers  as 
other  insurers  to  invest  in  common  shares  and  to  acquire  downstream  stock  property  and  casualty 
insurance  companies. 

The  amount  of  business  in  the  farm  insurance  sector  has  decreased  significantly  in  recent 
years.  However,  in  the  regions  traditionally  serviced  by  the  farm  mutuals,  there  has  been  a  substan¬ 
tial  increase  in  non-farm  general  insurance  business,  some  of  which  is  being  underwritten  by  these 
companies.  A  number  of  farm  mutuals  which  have  grown  extensively  now  wish  to  expand  further 
in  the  non-farm  insurance  field,  but  need  to  do  so  through  the  use  of  a  downstream  stock  insurance 
company,  so  as  not  to  jeopardize  their  status  as  farm  mutuals.  In  our  view,  there  should  be  no  im¬ 
pediment  to  such  a  diversification  of  farm  mutuals  provided  the  strict  regulatory  controls  which  we 
believe  to  be  appropriate  for  all  financial  institutions  are  imposed,  and  an  effective  supervision  system 
is  in  place.  Allowing  the  closely-supervised  expansion  of  qualified  farm  mutuals  into  the  non-farm 
insurance  sector  will  encourage  the  growth  of  an  Ontario  based  insurance  industry,  promote  Cana¬ 
dian  ownership,  and  foster  the  contribution  that  these  insurers  traditionally  have  made  to  local 
economies  by  way  of  investment  and  support  of  local  initiatives. 
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Ontario  farm  mutuals  are  unique  among  their  fellow  insurance  companies  in  that  they  have 
had  a  successful  industry-sponsored  compensation  fund  operating  for  some  years.  The  existence  of 
this  fund,  in  our  view,  argues  for  early  extension  of  powers  to  this  category  of  insurers,  provided 
they  meet  the  requirements  set  down  by  regulators. 

In  Chapter  IV,  we  took  the  view  that  the  existence  of  the  OMIA  compensation  fund  should 
exempt  farm  mutuals  from  required  membership  in  any  other  insurance  industry  compensation  fund. 
If  farm  mutuals  are  to  be  allowed  to  acquire  downstream  stock  property  and  casualty  insurance  com¬ 
panies,  however,  there  arises  a  compensation  fund  issue  which  in  our  view  must  be  resolved.  We 
consider  that  two  options  offer  a  satisfactory  resolution:  either  the  OMIA  compensation  fund  should 
be  extended  to  all  downstream  insurance  affiliates  of  the  farm  mutuals  or  these  downstream  affiliates 
should  be  accepted  members  of  a  general  property  and  casualty  stock  company  compensation  fund 
that  has  the  approval  of  the  regulatory  authorities.  Accordingly,  we  recommend  that: 

4.  Ontario  Farm  Mutuals:  Ownership  of  Stock  Companies 

The  Government  of  Ontario  should  give  notice  that  it  intends  to  permit  Ontario  farm  mutuals, 
subject  to  ministerial  approval,  to  own  downstream  property  and  casualty  companies  that  are 
stock  companies  on  the  condition  that  a  satisfactory  industry  compensation  fund  for  such  stock 
companies  has  been  developed  and  implemented.  Such  approval  should  be  subject  to  a  mutual 
being  able  to  demonstrate  the  existence  of  a  business  plan,  the  fitness  as  to  character  and  com¬ 
petence  of  directors  and  its  record  of  experience  in  the  property  and  casualty  business. 
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Credit  Unions 

There  are  over  900  credit  unions  in  Ontario  with  a  membership  approaching  two  million 
individuals  and  assets  totalling  some  $6  billion.  We  took  special  note  of  credit  unions  in  our  Interim 
Report  because  they  have  been  affected  particularly  by  the  unprecedented  interest  rate  volatility  of 
recent  years.  Indeed,  a  number  of  these  institutions  had  so  severe  a  mismatch  between  short-term 
liabilities  and  long-term  assets  that  they  continue  to  experience  difficulty  in  recovering  from  their 
deficit  positions.  The  Government  of  Ontario  has  put  in  place  a  recovery  program  which  we  believe 
should  be  pursued  vigorously  so  that  credit  unions  which  are  now  in  difficulty  may  recover  and  so 
that  all  credit  unions  may  be  operated  prudently. 

The  representatives  of  the  Institute  of  Chartered  Accountants  of  Ontario  (ICAO)  who  ap¬ 
peared  at  our  public  hearings  commented  positively  on  the  progress  of  the  recovery  program  we 
support.'  They  noted  that  the  monitoring  function  of  the  Director  of  Credit  Unions  of  the  Ministry 
of  Consumer  and  Commercial  Relations  has  been  assisted  considerably  by  the  computerized  infor¬ 
mation  system  that  has  been  put  in  place  by  the  Ontario  Share  and  Deposit  Insurance  Corporation 
(OSDIC).  They  noted  progress  in  prescribing  regulations  to  improve  the  financial  strength  of  credit 
unions,  for  example  in  the  mandatory  matching  of  interest-earning  assets  and  interest-bearing  deposit 
liabilities. 

The  downside  is  the  pace  at  which  the  recovery  program  is  proceeding.  The  representatives 
of  the  ICAO  commented  that  among  the  numerous  credit  unions  of  small  size  there  is  often  neither 
the  expertise  nor  “indeed  the  proper  attitude  to  comply  with  a  standardized  regulatory  framework.”^ 
Nor  are  attitudinal  problems  confined  to  certain  small  credit  unions.  “There  are  fragmented  groups, 
breakaway  credit  unions  you  may  call  them.  Sometimes  they  are  large  ones  who  feel  they  are  better 
able  to  run  their  shows  than  to  voluntarily  subscribe  to  policies  laid  down  by  a  trade  association.”^ 
Meanwhile,  within  the  central  leagues,  “many  of  the  credit  unions  who  are,  on  the  surface,  subscribing 
to  and  supporting  their  central  trade  organization  are  quite  often  displaying  an  attitude  of  wanting 
to  run  their  own  show.”^  Turning  to  our  own  Interim  Report  and  its  characterization  of  the  recovery 
period  as  one  that  may  require  five  years,  the  ICAO  representatives  warned  that  “it  may  be  read 
by  many  of  the  players  in  the  credit  union  system  as  approving  of  a  slow,  slow  progress  and  their 
reluctance  to  move  quickly  to  a  standardized  system”.^ 

We  take  this  warning  seriously,  not  least  because  the  attitudinal  problems  that  prompt  it 
have  been  confirmed  by  the  tone  of  a  number  of  our  own  exchanges  with  members  of  the  credit 
union  movement.  It  is  paradoxical  to  us  that  a  movement  whose  very  foundation  lies  in  the  co-operative 
principle  should  exhibit  so  many  symptoms  of  reluctance  to  close  ranks.  We  are  very  conscious  of 
the  likelihood  that  a  formal  examination  of  the  root  causes  of  this  paradox  might  serve  only  to  delay 
the  pace  of  the  recovery  period.  For  the  time  being  we  are  strongly  of  the  view  that  the  attention 
of  all  concerned  should  be  concentrated  on  the  extent  of  compliance  with  current  government  and 
industry  initiatives,  on  accelerating  the  recovery  of  credit  unions  that  remain  in  deficit  positions  and 
on  enhancing  the  capitalization  of  credit  unions  generally.  With  respect  to  capitalization,  the  current 
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tax  treatment  of  credit  unions  was  brought  to  our  attention  by  the  representatives  of  the  ICAO.^  We 
consider  that  the  general  tax  treatment  of  credit  unions,  and  for  that  matter  of  other  financial  institu¬ 
tions,  is  a  subject  whose  ramifications  far  exceed  our  resources  and  mandate.  However,  we  consider 
it  a  virtue  of  the  recommendations  made  in  Chapter  III  with  respect  to  a  consolidation  of  financial 
institution  responsibilities  in  the  Ministry  of  Treasury  and  Economics  that  the  development  of  finan¬ 
cial  institutions  policy  can  take  more  readily  such  broad  considerations  into  account.  Accordingly, 
we  recommend  that: 

1.  Current  Initiatives  and  Capitalization 

The  Ministry  of  Treasury  and  Economics  should  examine  the  initiatives  that  continue  to  be  pur¬ 
sued  by  the  regulatory  authorities  and  the  industry  to  strengthen  the  operation  of  the  credit  union 
movement  with  a  particular  view  to: 

(i)  assessing  the  adequacy  of  compliance  with  these  initiatives; 

(ii)  accelerating  the  recovery,  by  organizational  or  other  means,  of  credit  unions 
which  remain  in  deficit  positions; 

(iii)  bringing  credit  unions  into  positions  of  adequate  capitalization. 

In  both  formal  and  informal  submissions  to  this  Task  Force,  representatives  of  the  credit 
union  movement  expressed  a  desire  for  an  extension  of  credit  union  powers.  There  are  three  prere¬ 
quisites  that  we  deem  essential  to  any  extension  of  the  current  powers  of  credit  unions. 

The  first  is  that  all  credit  unions  should  be  members  of  a  stabilization  fund  that  is  acceptable 
to  the  regulatory  authorities.  If  this  has  to  be  stipulated  as  a  precondition,  the  reason  lies  in  the  fact 
that  the  Ministry  of  Consumer  and  Commercial  Relations  is  still  experiencing  difficulty  with  certain 
credit  unions  which,  not  being  affiliated  with  a  central  league,  currently  are  using  OSDIC  as  both 
their  source  of  deposit  insurance  and  their  de  facto  stabilization  fund  contrary  to  an  explicit  policy 
of  divesting  OSDIC  of  the  stabilization  function.  We  are  content  to  leave  the  question  of  whether 
""  membership  in  a  stabilization  fund  can  be  only  through  a  central  league  to  negotiation  between  the 
industry  and  the  regulatory  authorities.  It  is  essential  that  the  stabilization  fund  in  which  membership 
is  required  have  the  approval  of  the  regulatory  authorities.  We  specifically  intend  that  the  additional 
powers  which  could  become  available  to  credit  unions  will  constitute  an  incentive  for  the  resolution 
of  this  issue. 

Our  second  prerequisite  is  dictated  by  our  recommendations  affecting  the  internal  practices 
of  all  financial  institutions.  These  recommendations  refer  to  the  role  of  audit  committees,  to  the  statutory 
duties  of  auditors  and  to  vesting  in  regulatory  authorities  the  power  to  investigate  complaints  by  members 
of  the  public  who  believe  that  their  dealings  with  a  financial  institution  have  been  prejudiced  by  a 
prohibited  practice.  Our  recommendations  also  require  a  prudent  investment  standard  and  a  man¬ 
datory  investment  committee  attuned  to  the  importance  of  diversification  in  investment.  None  of  these 
is  covered  by  existing  credit  union  legislation.  This  legislation  should  be  changed  at  an  early  date 
to  implement  these  recommendations. 

Our  third  prerequisite  involves  applying  to  credit  unions  the  legislative  provisions  we  have 
recommended  specifically  in  Chapter  VII  as  relevant  to  loan  and  trust  corporations.  In  applying  these 
provisions,  it  will  be  important  to  adapt  some  to  the  special  nature  of  credit  unions  as  co-operative 
institutions.  Thus,  for  example,  the  minimum  capital  requirements  recommended  for  loan  and  trust 
corporations  are  not  specifically  applicable  to  credit  unions  given  their  community  and  co-operative 
nature.  Several  Ontario  credit  unions  have  capital  which  is  significantly  less  than  these  minimum 
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capital  requirements.  There  are,  of  course,  a  number  of  provisions  which  are  applicable  to  credit 
unions  without  modification,  including:  a  statutory  requirement  that  a  credit  union  report  any  changes 
to  its  board  of  directors  to  the  regulatory  authorities  who  must  satisfy  themselves  of  the  fitness  as 
to  character  and  competence  of  new  directors;  changes  to  the  statutory  standard  of  care  for  directors 
of  credit  unions  to  ensure  that  they  have  due  regard  for  the  interests  of  members  as  depositors;  crea¬ 
tion  of  an  additional  statutory  duty  for  the  board  of  directors  to  appoint  a  management  resources 
committee  to  ensure  good  management  of  the  credit  union;  imposition  of  a  statutory  duty  on  the  auditors 
and  all  other  persons  undertaking  professional  services  for  the  credit  union  to  report  simultaneously 
to  the  directors  and  regulatory  authorities  any  breaches  of  self-dealing  and  conflict  of  interest  provi¬ 
sions;  and  a  statutory  requirement  that  any  suspension  of  a  credit  union’s  right  to  carry  on  business 
by  the  regulatory  authorities  or  government  must  be  reported  to  a  standing  committee  of  the  legislature. 
Accordingly,  we  recommend  that: 

2.  Preconditions  for  Change  in  Credit  Union  Powers 

No  extension  of  the  powers  of  credit  unions  should  be  implemented  until: 

(i)  every  credit  union,  through  affiliation  with  a  central  league  or  by  other  means, 
possesses  membership  in  a  stabilization  fund  that  has  been  approved  by  the 
regulatory  authorities; 

(ii)  a  revision  of  credit  union  legislation  applies  to  credit  unions  the  legislative  pro¬ 
visions  recommended  in  this  Report  as  applicable  to  financial  institutions  general¬ 
ly; 

(iii)  a  revision  of  credit  union  legislation  applies  to  credit  unions  the  legislative  pro¬ 
visions  recommended  in  this  Report  as  applicable  to  loan  and  trust  corpora¬ 
tions,  due  account  being  taken  of  the  special  nature  of  credit  unions  as  co¬ 
operative  institutions. 

The  consultation  draft  for  a  new  Loan  and  Trust  Corporations  Act  contains  several  provi¬ 
sions  relating  to  self-dealing  and  conflicts  of  interest.  We  have  endorsed  many  of  these  provisions, 
while  making  some  specific  recommendations  for  amendment.  Because  credit  unions  are  co-operative 
institutions,  they  are  in  general  entities  whose  depositors,  directors  and  borrowers  are  all  equity  holders. 
This  creates  self-dealing  and  conflict  of  interest  possibilities,  whether  among  equity  holders  or  bet¬ 
ween  equity  holders  and  managers,  which  may  not  be  remediable  in  exactly  the  same  terms  as  ad¬ 
dressed  by  our  loan  and  trust  recommendations.  At  our  public  hearings,  representatives  of  the  ICAO 
also  expressed  concern  about  the  fact  that  members  of  credit  unions  do  not  appreciate  the  difference 
between  the  nature  of  the  share  capital  they  hold  in  credit  unions  and  their  deposits.^  In  fact,  as  we 
have  noted  in  Chapter  IV,  the  availability  of  deposit  insurance  for  share  capital  accounts  means  that 
credit  union  members  frequently  do  not  have  any  risk  capital  at  stake  in  credit  unions.  This  removes 
an  incentive  for  credit  union  members  to  monitor  closely  the  activities  of  management  and  increases 
the  possibility  that  management  alone,  or  management  in  collusion  with  members  who  have  shown 
an  interest  in  the  governance  of  the  credit  union,  will  engage  in  self-dealing  and  other  transactions 
replete  with  conflicts  of  interest.  As  a  preparatory  step  in  the  revision  of  credit  union  legislation, 
we  consider  it  most  desirable  that  the  Ministry  of  Treasury  and  Economics  review  these  singular 
characteristics  of  credit  unions  to  ensure  that  the  latent  possibility  of  conflicting  interests  will  not 
have  any  prejudicial  effect  on  the  operation  of  credit  unions.  Accordingly,  we  recommend  that: 
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3.  Review  of  Conflict  of  Interest  and  Self-Dealing  Possibilities 

The  Ministry  of  Treasury  and  Economics  should  review  and  report  upon  the  singular  aspect 
of  the  credit  union  system  where  the  depositors,  borrowers  and  directors  are  all  equity  owners 
to  ensure  that  the  latent  possibility  of  conflicting  interests  may  not  have  any  prejudicial  effect 
on  the  operation  of  a  credit  union. 

We  come  now  to  the  additional  powers  which  in  our  view  could  be  granted  to  credit  unions 
once  the  preconditions  set  out  above  have  been  met.  The  possibility  of  ownership  of  other  financial 
institutions  either  directly  or  through  a  downstream  holding  company  was  broached  in  a  submission 
we  received  from  the  Civil  Service  Co-operative  Credit  Society  Limited.  We  consider  that  this 
should  be  addressed  by  the  Ministry  of  Treasury  and  Economics  as  part  of  its  review  of  potentially 
conflicting  interests,  due  account  being  taken  of  the  general  ownership  principles  we  outlined  in  Chapter 
V. 

The  other  possibility  of  enhanced  credit  union  powers  that  has  come  to  our  attention  lies 
in  the  realm  of  commercial  lending  and  leasing.  At  present,  a  credit  union  may  engage  in  commer¬ 
cial  lending,  but  only  to  corporations  that  are  members  of  the  credit  union.  Section  82  of  the  Credit 
Unions  and  Caisses  Populaires  Act  specifies  that  such  lending  to  member  corporations  may  be  in 
an  amount  up  to  seven  percent  of  the  total  of  unimpaired  capital,  deposits  and  surplus  and,  with  the 
approval  of  the  regulatory  authorities,  may  be  up  to  fifteen  percent  of  this  total. 

We  support  the  percentage  limitations  that  Section  82  applies  to  commercial  lending.  However, 
the  importance  we  attach  to  asset  diversification  prompts  us  to  advocate  that  larger  credit  unions 
should  be  able  to  make  commercial  loans  to  non-members  as  well  as  members.  There  remains  a 
critical  size  of  credit  union  below  which  commercial  lending  should  be  restricted  to  members  only 
because  we  consider,  as  with  trust  companies,  that  general  commercial  lending  is  a  function  of  ex¬ 
pertise  that  is  not  likely  to  be  found  in  small  entities.  We  consider  that  credit  unions  with  total  assets 
of  at  least  $15,000,000,  subject  to  the  section  82  percentage  limitations,  should  be  able  to  make  com¬ 
mercial  loans  to  non-members. 

We  view  commercial  leasing,  whether  to  members  or  non-members,  as  another  matter.  It 
requires  different  expertise  and  can  involve  significantly  different  risks  than  commercial  lending. 
Credit  unions  should  be  prohibited  from  engaging  in  commercial  leasing;  once  they  have  established 
a  record  of  competence  in  commercial  lending,  the  government  may  wish  to  reconsider  this  prohibition. 

In  this  context,  the  current  wording  of  the  basket  clause  (subsection  79(2)  of  the  Credit  Unions 
and  Caisses  Populaires  Act)  is  of  concern  to  us.  It  could  be  read  as  possibly  permitting  commercial 
leasing,  and  is  ambiguous  as  to  whether  it  permits  commercial  lending  to  non-members.  Although 
we  have  been  advised  by  the  regulatory  authorities  that  their  interpretation  of  the  basket  clause  does 
not  allow  commercial  lending  to  non-member  corporations,  we  consider  that  its  language  should  clearly 
prohibit  both  this  activity  and  commercial  leasing.  Accordingly,  we  recommend  that: 

4.  Authorization  of  Commercial  Lending 

a)  Subject  to  the  conditions  outlined  in  Recommendation  2,  a  credit  union  which  has  assets 
in  an  amount  equal  to  or  greater  than  $15,000,000  should  be  permitted  to  engage  in  com¬ 
mercial  lending  to  corporations  which  are  not  members  of  the  credit  union,  such  lending 
to  be  subject  to  the  provision  that  all  corporate  lending,  to  both  members  and  non-members 
combined,  will  not  exceed  the  amount  which  is  equal  to  seven  percent  of  the  total  of  unim¬ 
paired  capital,  deposits  and  surplus  or,  if  approval  of  the  regulatory  authority  has  been  ob¬ 
tained,  will  not  exceed  fifteen  percent  of  this  total. 
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b)  Credit  unions  should  not  be  permitted  to  engage  in  commercial  leasing  at  this  time. 

c)  The  basket  clause  should  be  amended  to  provide  unambiguously  that  it  may  not  be  regarded 
as  authorization  for  a  credit  union  to  engage  in  commercial  lending  or  commercial  leasing 
of  any  kind. 

Credit  unions  are  mainly  a  provincial  responsibility  but  federal-provincial  co-operation  is 
no  less  desirable  with  respect  to  their  affairs  than  it  is  with  respect  to  other  financial  institutions. 
In  the  all-important  matter  of  deposit  insurance,  we  urged  in  Chapter  IV  that  achieving  and  maintain¬ 
ing  coverage  on  identical  terms  and  conditions  should  be  a  basic  principle  of  public  policy.  Another 
federal-provincial  dimension  of  concern  to  us  arises  from  the  relation  between  the  Canadian  Co¬ 
operative  Credit  Society  (CCCS)  and  provincial  central  leagues.  CCCS  is  a  federally  chartered 
organization  under  the  regulatory  jurisdiction  of  the  federal  Superintendent  of  Insurance.  CCCS  funds 
are  derived  primarily  from  member  central  leagues  who  must  maintain  minimum  levels  of  capital 
contributions  and  deposits  in  CCCS.  Credit  Union  Central  of  Ontario  currently  has  approximately 
$100  million  invested  in  CCCS. 

CCCS,  as  a  national  organization,  is  a  desirable  source  of  diversification  for  credit  union 
investments.  The  quality  of  those  investments  is  a  valid  concern  of  the  regulators  from  provinces 
whose  central  leagues  are  members  of  CCCS.  By  the  same  token,  the  soundness  of  the  member  cen¬ 
tral  leagues  is  a  valid  concern  of  the  federal  Superintendent  of  Insurance  because  their  condition  im¬ 
pacts  on  CCCS.  We  are  concerned  by  an  apparent  absence  of  close  federal-provincial  liaison  with 
respect  to  the  regulation  of  CCCS  and  of  central  leagues.  Accordingly,  we  recommend  that: 

5.  Federal- Provincial  Liaison  and  Exchange  of  Information 

The  Government  of  Ontario  should  enter  into  formal  consultations  with  the  Government  of 
Canada  concerning  the  means  whereby  there  could  be  ongoing  liaison  and  reciprocal  exchanges 
of  information  regarding  the  Canadian  Co-operative  Credit  Society  which  is  under  the  regulatory 
mandate  of  the  federal  Superintendent  of  Insurance  and  the  central  leagues  which  are  under 
the  regulatory  mandate  of  the  Ontario  Director  of  Credit  Unions. 
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Background  Considerations 

Ownership  of  the  Ontario  securities  industry  is  an  issue  which  has  been  subject  to  public, 
industry  and  regulatory  scrutiny  on  several  occasions  for  almost  two  decades.  The  acquisition  in 
1969  of  a  major  Canadian  securities  firm,  Royal  Securities  Corporation  Limited,  by  a  wholly-owned 
Canadian  subsidiary  of  the  U.S.  firm,  Merrill  Lynch,  Pearce,  Fenner  and  Smith,  Inc.,  created  con¬ 
cern  by  government  and  industry  officials  over  prospective  foreign  dominance  of  the  Canadian 
securities  industry.  Industry  concern  led  to  the  establishment  in  July,  1969  by  the  major  self-regulatory 
organizations'  of  the  Committee  to  Study  the  Requirements  and  Sources  of  Capital  and  the  Implica¬ 
tions  of  Non-resident  Capital  for  the  Canadian  Securities  Industry.  This  Committee’s  report'  (the 
“Moore  Report’’)  led  to  the  publication  of  a  Joint  Industry  Committee  position  paper^  which 
reviewed  the  report  and  in  turn  made  recommendations  about  non-resident  ownership  of  the  Cana¬ 
dian  securities  industry  to  the  Government  of  Ontario. 

At  about  the  same  time  as  the  release  of  the  Joint  Industry  Committee’s  position  paper,  the 
Honourable  William  G.  Davis,  Premier  of  the  Province  of  Ontario,  announced  the  policy  of  the  Govern¬ 
ment  of  Ontario  in  the  Legislative  Assembly  on  July  13,  1971:^ 

“ .  .  .  The  investment  community  must  be  responsible  and 
responsive  to  the  particular  needs  of  Canada.  Its  owners 
must  be  amenable  to  these  needs  and  aspirations. 

We  believe  it  to  be  essential  that  ownership  of  invest¬ 
ment  companies  remain  substantially  Canadian.’’ 

To  give  effect  to  this  policy,  the  governmment  promulgated  regulations^  limiting  non-resident 
ownership  of  securities  firms  registered  to  carry  on  business  in  Ontario.  Pursuant  to  what  came  to 
be  known  as  the  10/25  rule,  non-residents  and  their  associates  and  affiliates  were  restricted  to  own¬ 
ing  no  more  than  25  percent  of  the  issued  securities  of  any  class,  with  no  single  non-resident  and 
its  associates  and  affiliates  permitted  to  own  more  than  ten  percent. 

In  his  statement  to  the  Legislative  Assembly,  Premier  Davis  requested  the  Ontario  Securities 
Commission  (OSC)  to  review  several  matters  dealt  with  in  the  Moore  Report,  including  the  question 
of  public  participation  in  securities  firms  and  the  continuing  status  of  existing  registrants  which  were 
foreign  controlled.  The  1972  report^  of  the  OSC  led  to  a  revision^  of  the  regulation  concerning  non¬ 
resident  ownership  in  1974  to  a  form  substantially  the  same  as  its  current  one.*  The  present  regula¬ 
tion  maintains  the  10/25  non-resident  standard  for  investment  in  new  securities  firms  and  material 
changes  in  ownership  of  existing  securities  firms,  and  imposes  conditions  upon  the  activities  of  non¬ 
resident  firms  which  were  registered  in  Ontario  in  July  1971  and  which  were  in  violation  of  the  10/25 
standard  (the  “grandfathered  firms’’). 

The  OSC  report  of  1972  recognized  that  the  Securities  Act  exempted  dealers,  including 
non-resident  firms,  from  its  registration  requirements,  when  they  dealt  with  sophisticated  members 
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of  the  Ontario  public.  Concern  over  activities  in  this  so-called  ‘exempt  market’  led  to  a  report  in 
1979'”  by  the  OSC  to  the  Minister  of  Consumer  and  Commercial  Relations.  This  report  recommend¬ 
ed  that  non-resident  firms,  apart  from  grandfathered  firms,  should  be  limited  in  their  Ontario  ac¬ 
tivities  to  transactions  in  foreign  securities  with  Ontario  residents  and  to  activities  incidental  to  the 
sale  outside  Canada  of  securities  issued  by  Ontario  organizations.  These  recommendations  represented 
a  substantial  reduction  in  the  activities  that  could  be  engaged  in  by  non-resident  firms  then  participating 
in  the  exempt  market,  and  have  never  been  incorporated  into  Ontario  legislation  or  regulation. 

Ownership  issues  were  addressed  next  in  1981  when  the  OSC  held  a  hearing  into  the  public 
ownership  of  Ontario  securities  firms.  These  hearings  led  to  the  adoption  of  a  policy  statement" 
allowing  the  raising  of  capital  through  public  issues  of  shares  by  Ontario  securities  firms,  subject 
to  certain  conditions  and  restrictions.  The  resulting  access  to  public  investors  as  a  source  of  capital 
has  been  tapped  so  far  by  only  a  limited  number  of  firms. 

What  we  have  described  already  as  the  ongoing  erosion  of  the  four  pillars  led  to  1982  hear¬ 
ings  of  the  OSC  on  institutional  ownership  of  securities  firms  and  diversification  of  securities  firms 
into  new  activities.  These  hearings  culminated  in  a  December  1982  report‘d  by  the  OSC  to  the 
Minister  of  Consumer  and  Commercial  Relations;  five  commissioners  recommended  that  no  invest¬ 
ment  by  financial  institutions  in  securities  dealers  be  permitted  while  three  commissioners  recom¬ 
mended  a  ten  percent  limit  on  such  investment. 

A  proposal  by  the  Toronto-Dominion  Bank  to  offer  discount  brokerage  services  led  to  a 
lengthy  public  meeting  and  an  October  1983  OSC  report,"  pursuant  to  which  the  bank  established 
its  so-called  Green  Line  Investor  Service.  There  has  not  yet  been  evidence  of  great  enthusiasm  on 
the  part  of  the  other  banks  to  pursue  the  opportunity  to  offer  discount  brokerage  services  to  their 
customers. 

In  early  1984,  Gordon  Capital  Corporation  sought  approval  from  The  Toronto  Stock  Ex¬ 
change  (TSE)  and  the  Investment  Dealers  Association  of  Canada  (IDA)  to  separate  its  exempt  market 
activities  from  its  regulated  activities  by  carrying  them  on  through  different  corporations.  The  cor¬ 
poration  carrying  on  exempt  market  activities  was  to  have  a  non-resident  ownership  interest  which 
would  have  been  prohibited  in  the  corporation  carrying  on  regulated  activities.  The  Board  of  Gover¬ 
nors  of  the  TSE  refused  Gordon  Capital’s  application  for  approval  and  this  firm  requested  a  hearing 
and  review  of  that  decision  by  the  OSC.  The  OSC  decided  that  the  issues  raised  by  Gordon  Capital’s 
request  required  a  more  general  inquiry  and  convened  public  hearings  in  the  fall  of  1984  to  consider 
a  broad  spectrum  of  issues  relating  to  the  ownership  of  securities  firms  and  the  erosion  of  the  four 
pillars.  Participation  in  these  hearings  was  widespread  and,  in  February  1985,  the  OSC  issued  a 
report"  to  the  Minister  of  Consumer  and  Commercial  Relations,  which  shall  be  referred  to  herein 
as  the  “Dey  Report”. 

The  Dey  Report  recommended  the  immediate  implementation  of  comprehensive  changes 
for  the  regulation  of  participants  in  the  Ontario  securities  industry.  The  following  summary  outlines 
its  major  recommendations: 

(i)  Non-Resident  Ownership  of  Domestic  Firms 

Non-residents,  including  a  single  non-resident,  would  be  allowed  to  own  securities 
carrying  up  to  30  percent  of  the  voting  rights  in,  and  up  to  30  percent  of  the  par¬ 
ticipating  securities  of,  a  securities  firm.  However,  if  non-residents  in  the  aggregate 
owned  more  than  ten  percent  of  any  class  of  participating  securities,  a  single  in¬ 
dustry  investor  (or  a  group  of  industry  investors  committed  to  exercising  their  votes 
as  a  single  investor)  must  own  securities  with  more  than  50  percent  of  the  equity 
participation  and  more  than  50  percent  of  the  votes.  This  class  of  investor  was  referred 
to  in  the  Dey  Report  as  a  “significant  industry  investor”  and  will  be  referred  to 
similarly  in  this  Report. 
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(ii)  Direct  Entry  by  Foreign  Dealers 

Direct  entry  into  the  Ontario  securities  market  by  non-residents  would  be  permitted 
through  a  new  category  of  registration,  the  “foreign  dealer”.  These  direct  entrants 
would  be  permitted  to  own  approximately  30  percent  of  the  capital  of  the  Canadian 
securities  industry,  with  an  individual  firm  limit  of  1.5  percent.  Allocation  of  these 
direct  entry  registrations  would  be  at  the  discretion  of  the  OSC  and  would  be  restricted 
to  Canadian  subsidiaries  of  non-resident  securities  firms;  subsidiaries  of  non-resident 
financial  institutions  carrying  on  business  as  such  in  Canada  would  not  be  eligible 
for  registration  as  a  foreign  dealer. 

The  three  remaining  grandfathered  firms  would  be  regulated  as  foreign  dealer 
registrants,  but  their  individual  capital  limits  might  be  permitted  to  exceed  the  1.5 
percent  restriction  to  reflect  the  level  of  their  current  participation  in  the  Canadian 
securities  market. 

(iii)  Ownership  by  Financial  Institutions 

Financial  institutions,  including  a  single  institution,  would  be  allowed  to  own  securities 
carrying  up  to  30  percent  of  the  voting  rights  in,  and  up  to  30  percent  of  the  par¬ 
ticipating  securities  of,  a  securities  firm.  If  any  financial  institution  owned  in  the 
aggregate  more  than  ten  percent  of  any  class  of  participating  securities  of  such  a 
firm,  there  would  be  a  requirement  for  a  significant  industry  investor. 

(iv)  Ownership  by  Non-industry  Investors  other 
than  Financial  Institutions  or  Non-Residents 

These  ‘other’  non-industry  investors  would  be  allowed  to  own  in  the  aggregate 
securities  carrying  up  to  49  percent  of  the  voting  rights  in,  and  up  to  49  percent 
of  the  participating  securities  of,  a  securities  firm.  No  single  ‘other’  investor  would 
be  permitted  to  own  more  than  30  percent  of  either  of  these  securities.  Any  securities 
firm  with  ‘others’  owning  in  the  aggregate  more  than  ten  percent  of  any  class  of 
participating  securities  would  be  required  to  have  a  significant  industry  investor. 

(v)  The  Exempt  Market 

The  registration  exemptions  of  the  current  Securities  Act  would  be  removed  for  under¬ 
writing  and  trading  in  corporate  securities;  trading  in  government  securities  would 
not  be  affected  and  regulation  would  remain  unchanged. 

(vi)  Preservation  of  the  Four  Pillars 

Full  service  brokerage  and  underwriting  would  be  preserved  as  protected  functions 
of  securities  firms.  However,  the  OSC  would  have  the  discretion  to  grant  registra¬ 
tions  to  financial  institutions  and  others  providing  a  service  requiring  registration 
under  the  Act  provided  such  a  service  did  not  impair  materially  the  performance 
of  the  protected  functions  by  the  securities  industry.  The  OSC  would  also  have  the 
discretion  to  approve  networking  arrangements  whereby  securities  firms  offered  pro¬ 
ducts  which  were  not  securities  related  or  whereby  others  offered  securities-related 
products  on  behalf  of  securities  firms. 

(vii)  Advisors 

No  ownership  or  entry  restrictions  would  apply  to  advisors. 
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(viii)  Access  by  Domestic  Investors  to  International  Markets 

Non-resident  firms  would  be  allowed  to  solicit  the  business  of  certain  sophisticated 
Ontario  investors  in  foreign  and  interlisted  securities.  Solicitation  of  retail  investors 
in  Ontario  for  business  in  foreign  and  interlisted  securities  by  a  non-resident  firm 
would  be  permitted  only  if  that  firm  had  registered  pursuant  to  a  new  category  of 
registration,  the  “international  dealer". 

The  recommendations  of  the  Dey  Report  were  the  focus  of  sustained  attention  and  debate 
in  the  proceedings  of  this  Task  Force.  The  Securities  Industry  Capital  Markets  Committee,  while 
in  favour  of  bringing  the  exempt  market  under  regulation,  was  otherwise  in  basic  disagreement  with 
the  Dey  Report.'^  On  the  other  hand,  certain  members  of  the  industry,  notably  Messrs.  Neil  Baker"’ 
and  Thomas  Kierans,'^  respectively  of  Gordon  Capital  Corporation  and  of  McLeod  Young  Weir 
Limited  expressed  support  for  its  prescriptive  thrust. 

Foreign  Entry  and  Non-Resident  Ownership 
of  the  Ontario  Securities  Industry 

With  respect  to  the  degree  of  direct  foreign  entry  at  the  level  envisaged  by  the  Dey  Report, 
even  those  supporting  its  recommendations  sounded  a  note  of  caution.  Mr.  Baker  questioned  whether 
the  domestic  industry  has  grown  to  sufficient  stature  to  compete  effectively  if  foreign  dealers  were 
permitted  entry  to  the  extent  of  30  percent  of  the  capital  of  the  Canadian  securities  industry.'*  Mr. 
Kierans,  while  prepared  to  “live  with”  this  recommendation,  submitted  that  an  incremental  approach, 
which  might  start  with  fifteen  percent  of  industry  capital,  might  be  preferable.'^  Such  apprehensions, 
in  our  view,  are  not  to  be  dismissed  as  mere  expressions  of  narrow  self-interest.  The  capacity  of 
a  domestic  industry  to  withstand  competition  from  foreign  entrants  is  a  basic  consideration  in  the 
conduct  of  international  economic  relations.  When  that  industry  is  the  securities  industry,  great  weight 
must  be  attached  to  the  fact  that  there  exists  a  formal  declaration  of  policy  that  this  industry  must 
have  domestic  capacity  to  meet  Canadian  needs. 

This  consideration,  in  our  judgment,  propels  the  issue  of  foreign  entry  into  the  Canadian 
securities  industry  to  a  level  well  beyond  the  regulatory  mandate  of  the  Ontario  Securities  Commis¬ 
sion,  indeed  beyond  our  own  terms  of  reference.  Both  the  principle  and  the  calibration  of  foreign 
entry  into  the  securities  industry  are  matters  of  fundamental  public  policy  which  are  properly  the 
preserve  of  the  Government  of  Ontario.  Precisely  because  vast  and  complex  considerations  are  in¬ 
volved,  we  attach  great  importance  to  enhancing  the  capacity  of  government,  through  the  organiza¬ 
tional  changes  recommended  in  Chapter  III,  to  decide  these  matters  in  a  manner  that  at  once  is  in¬ 
formed  and  infused  by  federal-provincial  consultation  on  international  trade  in  services.  We  believe 
it  would  not  be  in  the  interests  of  Canada  to  make  voluntary  concessions  as  to  foreign  entry  when 
talks  are  being  proposed  on  enhanced  trade  in  services.  It  is  unlikely  that  any  voluntary  concession 
would  give  Canada  a  better  bargaining  position  at  such  talks.  Pending  the  necessary  deliberations, 
any  changes  in  existing  policy  with  respect  to  foreign  entry  should  be  held  in  abeyance.  This  in¬ 
cludes  any  change  in  the  current  regulations  with  respect  to  the  so-called  grandfathered  firms,  whose 
current  status  reflects  government  policy  as  it  stands. 

We  have  reached  a  similar  conclusion  with  respect  to  foreign  investment  in  domestic  securities 
firms,  a  matter  covered  by  the  10/25  ownership  standard  clearly  enunciated  by  the  Government  of 
Ontario  since  1971.  The  Dey  Report  asserts  that  its  30  percent  foreign  equity  participation  model, 
when  coupled  with  a  significant  industry  investor,  “recognizes  the  Government’s  policy  that  owner¬ 
ship  of  Canadian  securities  firms  must  remain  substantially  Canadian. This  assertion  rests  on  the 
belief  that  a  30  percent  voting  shareholder  will  not  be  able  to  exercise  control  or  significant  influence 
over  a  securities  firms.  We  do  not  share  this  belief.  Most  securities  firms  currently  are  owned  by 
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members  of  the  industry  who  have  interests  ranging  from  ten  percent  to  very  small  percentages.  Even 
though  the  significant  industry  investor  would  cast  51  percent  or  more  of  the  voting  shares  in  the 
firm,  the  30  percent  shareholder  would  likely,  in  our  view,  wield  influence  so  significant  that  it  could 
border  on  control.  Such  a  shareholder  presumably  would  be  entitled  to  participation  on  the  board 
of  directors.  If  that  is  so,  this  shareholder’s  influence  will  be  sought  eagerly  by  those  seeking  a  leadership 
position  in  the  securities  firm.  In  other  words,  it  should  not  be  assumed  that  the  51  percent  signifi¬ 
cant  industry  investor  will  be  a  united  group  having  an  identical  interest.  A  30  percent  interest  held 
by  a  foreign  corporation  is  likely  to  be  a  permanent  investment,  while  the  significant  industry  in¬ 
vestor,  by  its  very  nature,  will  be  composed  of  a  constantly  shifting  group.  The  question  of  the  degree 
of  influence  which  such  a  foreign  corporation  might  exercise  with  a  30  percent  interest  was  examin¬ 
ed  at  length  during  our  public  hearings  and,  although  differing  views  were  expressed,  the  Task  Force 
has  concluded  that  such  an  interest  will  confer  very  substantial  power  on  the  foreign  investor  to  dic¬ 
tate  in  some  circumstances  the  policy  to  be  followed  by  the  securities  firm  and  ensure  in  almost  all 
cases  that  action  will  not  be  taken  contrary  to  its  expressed  wishes.  Thus,  we  believe,  on  the  balance 
of  probabilities,  that  the  30  percent  foreign  equity  participation  model  runs  counter  to  Ontario’s  policy 
that  ownership  of  Canadian  securities  firms  must  remain  substantially  Canadian  and,  accordingly, 
that  this  model  should  not  be  implemented  until  a  change  of  policy  is  enunciated  formally  by  the 
government. 

Having  reached  this  conclusion,  we  wish  to  comment  on  the  merits  of  enhanced  foreign 
investment  in  domestic  securities  firms  in  that  this  topic  will  be  deliberated  while  current  policy  is 
being  reassessed.  In  the  course  of  our  hearings,  the  merits  of  the  case  were  argued  not  simply  on 
the  basis  of  additional  access  to  capital  but  on  the  ground  that  foreign  investment  would  make  available 
to  domestic  firms  a  particularly  synergistic  form  of  capital.  Prominent  among  the  alleged  synergies 
are  access  to  sophisticated  technology  and  to  new  ideas  and  investment  vehicles;  improved  servicing 
of  Canadian  issuers  who  wish  to  tap  offshore  markets;  and  wider  offshore  opportunities  for  Cana¬ 
dian  investors. 

As  presented  to  us,  however,  the  evidence  that  enhanced  foreign  ownership  will  contribute 
to  these  desirable  ends  was  diffuse.  While  the  acquisition  of  new  technology  may  relate  to  access 
to  additional  capital,  neither  testimony  nor  written  submissions  identified  specific  technologies  which 
can  be  acquired  only  by  greater  foreign  participation  in  the  Ontario  securities  industry.  As  for  access 
to  new  investment  ideas  and  vehicles,  we  were  not  told  why  any  novel  aspects  of  an  issue  in  either 
the  Canadian  or  foreign  markets  cannot  be  duplicated  quickly  by  Canadian  securities  firms.  Nor 
was  there  evidence  that  Canadian  underwriters  are  lacking  in  the  ingenuity  required  to  develop  new 
ideas.  Furthermore,  the  contention  that  such  access  would  flow  copiously  from  the  foreign  expertise 
that  allegedly  accompanies  foreign  investment  was  seriously  questioned.  An  employee  of  a  grand¬ 
fathered  securities  firm  who  appeared  at  our  public  hearings  stated  that  he  did  not  perceive  any  great 
amount  of  expertise  flowing  into  Canada  from  his  firm’s  U.S.  parent.^'  Finally,  with  respect  to  im¬ 
proved  access  to  international  markets,  whether  on  the  part  of  investors  or  issuers,  we  were  not  made 
aware  of  what  might  make  increased  foreign  ownership  of  domestic  securities  firms  a  more  desirable 
means  to  these  ends  than  direct  entry  by  Canadians.  There  seems  reason  to  doubt  that  foreign  firms, 
which  already  are  participating  very  successfully  in  international  markets  and  serving  the  interests 
of  Canadian  clients  there,  would  have  any  compelling  reason  to  support  a  Canadian  entry  in  which 
they  had  only  a  30  percent  interest.  Argument  was  made  that  some  of  the  less  formidable  competitors 
currently  participating  in  international  markets  might  seize  such  an  opportunity  to  be  associated  with 
a  Canadian  firm,  but  the  Task  Force  was  unable  to  conclude  that  such  entries  would  make  much 
of  a  contribution  to  Canada’s  efforts  to  participate  effectively.  The  international  markets  are  dominated 
by  a  relatively  small  number  of  underwriting  firms  and  banks  which  have  significant  power  to  place 
securities  quickly  and  thus  to  contribute  materially  to  a  successful  underwriting.  The  Canadian  par¬ 
ticipants  who  have  entered  these  markets  successfully  also  tend  to  be  large  underwriters  and  the  sub¬ 
sidiaries  of  Canadian  banks  which  can  contribute  materially  to  the  placement  of  securities.  Thus, 
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we  were  unable  to  conclude  that  increased  foreign  ownership  would  make  any  significant  contribu¬ 
tion  to  Canada’s  efforts  to  participate  successfully  in  this  market.  We  also  were  not  enlightened  as 
to  how  this  initiative  would  assist  the  Canadian  effort  to  obtain  access  to  international  markets  where 
foreign  participation  is  discouraged.  We  think  it  more  likely  that  such  problems  will  be  resolved 
in  negotiations  by  sovereign  countries.  The  latter  consideration,  of  course,  supports  our  general  con¬ 
clusion  that  changes  in  policy  towards  both  foreign  entry  and  ownership  must  be  considered  in  the 
context  of  bilateral  and  multilateral  trade  in  services. 

This  conclusion  embraces  the  Dey  Report’s  proposed  creation  of  a  new  registration  category, 
the  international  dealer,  which  would  permit  non-resident  registrants  to  solicit  trading  in  foreign 
and  interlisted  securities.  This  registration  category  would  not  have  any  ownership  or  capital  limita¬ 
tions  applying  to  it,  except  that  the  registration  would  not  be  available  to  an  offshore  securities  firm 
controlled  by  residents  of  Canada  which  could  not  comply  with  the  ownership  requirements  applicable 
to  dealer  registrants  as  recommended  by  the  OSC  model  presented  in  the  Dey  Report.  We  cannot 
understand  the  rationale  behind  prohibiting  offshore  securities  firms  controlled  by  Canadian  resident 
financial  institutions  from  acquiring  this  type  of  registration,  unless  it  is  pure  adherence  to  the  princi¬ 
ple  of  separation  of  the  four  pillars.  If  implemented,  this  recommendation  would  have  the  anomalous 
effect  of  expanding  foreign  presence  in  Canada  while  limiting  the  participation  of  firms  controlled 
by  Canadian  residents.  This  recommendation  should  be  held  in  abeyance  as  should  any  interpreta¬ 
tion  by  the  OSC  which  undermines  current  policies. 

In  the  latter  connection,  we  note  that  the  Dey  Report  also  recommended  that  non-resident 
ownership  restrictions  should  not  apply  in  any  form  to  registrants  in  the  category  of  advisor  because 
the  OSC  did  not  perceive  any  threat  of  domination  by  non-residents  in  the  business  of  providing 
investment  advice.  The  OSC  notes  in  the  Dey  Report  that  it  already  has  reflected  this  view  by  issuing 
orders  exempting  five  advisor  registrants  from  the  non-resident  ownership  restrictions."  This  prac¬ 
tice  should  be  discontinued  until  the  Government  of  Ontario  has  made  a  formal  declaration  of  policy. 

In  light  of  all  the  above  considerations,  we  recommend  that: 

1.  Foreign  Entry  and  Foreign  Ownership 

Any  changes  affecting  foreign  entry  into  the  Ontario  securities  industry,  the  existing  10/25  foreign 
ownership  standard  and  the  current  status  of  grandfathered  firms  should  be  held  in  abeyance 
so  that  these  matters  can  be  the  subject  of  a  formal  and  open  declaration  of  policy  by  the  Govern¬ 
ment  of  Ontario.  In  formulating  its  declaration,  the  Government  of  Ontario  should  take  into 
account  the  larger  context  of  bilateral  and  multilateral  trade  negotiations  which  encompass  the 
provision  of  services  and  entail  federal-provincial  consultation  over  formulation  of  Canadian 
positions. 

Capital  Adequacy,  Access  to  Capital  and  Competitiveness 
Within  the  Securities  Industry 

Recent  developments  in  the  capital  markets  have  caused  a  number  of  market  intermediaries 
to  raise  the  question  of  the  adequacy  of  their  capital  to  meet  the  challenges  created  by  these 
developments.  Data  and  arguments  have  been  presented  to  this  Task  Force  supporting  both  sides 
of  the  issue  of  capital  adequacy;  some  have  argued  that  the  securities  industry  is  capitalized  suffi¬ 
ciently  to  serve  the  needs  of  Canadian  issuers  and  investors,  while  others  have  argued  that  improved 
access  to  capital  will  be  accompanied  by  more  efficient  Canadian  capital  markets. 

This  Task  Force  does  not  believe  that  it  would  be  desirable  for  it  to  attempt  to  make  deter¬ 
minations  as  to  the  current  adequacy  of  capital,  let  alone  to  determine  what  might  be  appropriate 
in  the  future  when  the  needs  may  be  very  different  than  they  are  today.  Instead,  the  Task  Force  believes 
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that  the  participants  are  in  the  best  position  to  determine  their  need  for  capital  from  time  to  time 
in  light  of  the  demands  of  their  business  and  their  opportunities.  However,  we  do  believe  that  the 
freedom  of  participants  to  seek  capital  from  various  sources  should  be  subject  to  appropriate  public 
policies  as  to  the  sources  of  such  capital.  Thus,  the  right  to  have  access  to  capital  must  be  subject 
to  the  public  policy  of  the  Government  of  Ontario  regarding  foreign  participation.  It  also  must  be 
subject  to  whatever  policies  the  Government  of  Ontario  ultimately  adopts  regarding  the  four  pillars. 
Accordingly,  the  Task  Force  has  concluded  that  the  appropriate  issue  is  not  the  adequacy  of  capital 
or,  indeed,  simply  access  to  capital,  but  rather  to  determine  how  the  capital  needs  of  the  industry 
may  be  served  consistent  with  appropriate  public  policies.  Thus,  the  Task  Force  has  sought  to  find 
a  method  of  permitting  access  to  sufficient  sources  of  capital  to  allow  the  industry  to  settle  the  issue 
of  capital  adequacy  itself,  while  preserving  existing  policies  as  to  foreign  participation  and  the  separation 
between  the  real  and  financial  sectors  of  our  economy  and  between  financial  and  market  intermediaries. 

The  traditional  sources  of  capital  for  the  securities  industry  have  been  retained  earnings, 
subordinated  loans,  and  equity  investment  by  individuals  working  in  the  industry.  As  a  result,  the 
industry  has  been  controlled  by  individuals  working  in  the  industry.  (These  individuals  will  be  refer¬ 
red  to  in  this  chapter  as  industry  investors  and  when  making  these  references,  we  regard  the  defmi- 
tion  of  “industry  investor”  contained  in  the  draft  regulations  prepared  by  the  OSC  to  implement 
the  recommendations  of  the  Dey  Report  as  the  appropriate  definition.) 

By  government  policy,  investment  by  non-residents  is  subject  to  the  10/25  rule.  However, 
investment  by  Canadian  resident  non-industry  investors  is  not  addressed  specifically  in  the  Securities 
Act  and  its  regulations.  But  The  Toronto  Stock  Exchange  has  a  by-law  which  prohibits  a  single  non¬ 
industry  investor  from  owning  securities  carrying  more  than  ten  percent  of  the  votes  in,  or  from 
owning  more  than  ten  percent  of  the  participating  securities  of,  a  member  corporation.  There  is  no 
limit  on  the  aggregate  equity  of  a  member  corporation  which  may  be  owned  by  non-industry  in¬ 
vestors,  but  TSE  by-laws  do  require  that  40  percent  of  the  directors  or  partners  of  a  member  must 
be  industry  participants. 

This  permitted  investment  by  non-industry  members  may  be  raised  privately  or  publicly. 
If  raised  publicly,  there  must  be  compliance  with  the  requirements  of  Policy  4.1  of  the  OSC.  That 
Policy  requires  the  issuing  securities  firm  to  take  steps  to  ensure  that  no  single  new  investor  who 
is  not  an  industry  investor  will  own  more  than  ten  percent  of  any  class  of  voting  or  participating 
securities,  unless  the  consent  of  either,  or  both,  the  TSE  or  the  Investment  Dealers  Association  of 
Canada  is  obtained  if  the  securities  firm  is  a  member  of  either  or  both.  The  issuing  securities  firm 
must  also  take  steps  to  ensure  that  40  percent  of  its  directors  are  Canadians,  obtain  the  approval 
of  the  OSC  and  the  self- regulatory  organizations  for  the  balance  of  its  directors,  and  refrain  from 
diversifying  into  other  sectors  of  the  financial  services  industry. 

In  considering  the  capital  issue,  this  Task  Eorce  appreciates  that  there  are  a  number  of  fac¬ 
tors,  apart  from  the  restrictions  on  foreign  investment,  which  may  limit  the  ability  of  the  industry 
to  raise  capital.  These  include  the  following: 

(i)  Some  potential  investors  have  not  been  permitted  to  invest  in  the  industry. 

(ii)  Public  issues  have  not  become  widely  accepted  in  Canada  since  the  OSC  announced 
its  willingness  in  Policy  4. 1  to  permit  public  issues  by  investment  dealers.  Only  four 
securities  firms  have  made  public  issues  and  have  raised  only  $23  million. The 
U.S.  experience  also  has  indicated  that  there  have  been  difficulties  in  relying  upon 
public  issues  as  an  adequate  source  of  capital. 

(iii)  Investments  of  up  to  ten  percent  in  the  equity  of  securities  firms  by  non-industry 
investors  have  not  been  common.  A  survey  conducted  by  the  Joint  Securities  Industry 
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Committee  in  1984  indicated  that,  of  89  securities  firms  responding  to  the  survey, 
only  one,  aside  from  the  four  firms  with  U.S.  parents  and  the  four  firms  which  have 
made  public  issues,  had  issued  more  than  ten  percent  of  its  voting  securities  to 
non-industry  investors.^^ 

The  challenges  presented  by  the  changing  environment  of  the  Ontario  securities  industry 
require,  in  our  view,  the  development  of  policies  which  will  permit  the  industry  to  attract  the  capital 
it  believes  it  needs  in  a  manner  consistent  with  the  public  interests  referred  to  earlier.  Foreign  invest¬ 
ment  aside,  there  is  no  government  policy  which  addresses  the  issue.  The  Securities  Act  and  its  regul¬ 
ations  are  silent  and  no  action  has  been  taken  on  the  1982  report  of  the  OSC  which  specifically  ad¬ 
dressed  the  question  of  non-industry  ownership.  Only  The  Toronto  Stock  Exchange  has  made  any 
attempt  to  outline  a  policy  in  Ontario. 

The  Joint  Securities  Industry  Committee  in  its  1984  Report  and  the  Securities  Capital 
Markets  Committee  in  its  submission  to  the  Task  Force^^  argued  that  the  paucity  of  non-resident  and 
non-industry  investment  illustrates  that  extensive  sources  of  new  capital  exist  under  the  current 
regulatory  regime.  The  contrary  view  holds  this  paucity  of  investment,  particularly  by  non-industry 
investors,  as  symptomatic  of  inadequate  incentives  for  participation.  We  believe  that  the  best  test 
of  these  conflicting  views  would  be  to  open  the  door  to  greater  investment  by  non-industry  sources 
subject  to  restrictions  that  we  deem  in  the  public  interest. 

Like  the  authors  of  the  Dey  Report,  we  consider  that  domestic  financial  intermediaries  may 
be  a  potentially  significant  source  of  capital  for  Ontario  securities  firms.  To  be  sure,  the  terms  of 
reference  we  have  pursued  make  us  most  sensitive  to  the  significant  conflicts  of  interest  which  may 
arise  from  cross-ownership  of  market  and  financial  intermediaries.  A  financial  intermediary  which 
engages  in  commercial  lending  might  be  tempted  to  shore  up  a  debtor  in  financial  difficulty  by  pro¬ 
moting  the  sale  of  the  debtor’s  securities  to  clients  of  its  securities  subsidiary.  A  financial  intermediary 
which  manages  trust  funds  would  have  several  conflicts  if  it  also  controlled  a  securities  firm:  for 
example,  it  might  use  trust  funds  to  purchase  securities  being  underwritten  by  the  securities  firm 
which  are  not  selling  well;  or  it  might  use  its  control  over  trust  money  to  increase  its  distribution 
capacity  in  an  attempt  to  win  underwriting  business. 

We  are  also  concerned  that  extensive  cross-ownership  between  financial  and  market  in¬ 
termediaries  may  lead  to  the  development  of  a  universal  banking  system  in  Canada,  similar  to  that 
in  Germany  and  France.  In  both  these  countries,  banks  dominate  all  aspects  of  the  capital  markets. 
No  laws  or  regulations  segregate  market  intermediation  activities  from  financial  intermediation  and 
the  banks  have  come  to  dominate  all  securities  market  functions,  particularly  in  Germany.  As  we 
pointed  out  in  Chapter  II,  the  universal  banking  systems  of  Germany  and  France  yield  underdeveloped 
capital  markets  when  compared  to  the  United  States,  Canada  and  Japan,  countries  where  cross¬ 
ownership  of  financial  and  market  intermediaries  is  restricted. 

No  policy  which  permits  financial  intermediaries  to  invest  in  securities  firms  should  be  allowed 
to  confound  the  distinctive  functions  of  financial  and  market  intermediation.  Any  trend  towards  universal 
banking  could  have  severe  ramifications  on  Canadian  capital  markets.  We  agree  with  those  who  believe 
that  the  relative  depth  of  Canadian  capital  markets,  particularly  the  equity  market,  has  contributed 
greatly  to  the  growth  and  sophistication  of  the  Canadian  economy.  Accordingly,  it  is  our  view  that 
the  public  interest  dictates  that  the  control  of  market  and  financial  intermediaries  should  remain  separate. 

We  also  regard  investment  by  domestic  non-industry  investors  other  than  financial  in¬ 
termediaries  (which  will  be  referred  to  hereinafter  as  “other  non-industry  investors’’)  as  a  potential¬ 
ly  significant  source  of  capital  for  Ontario  securities  firms.  We  believe,  however,  that  it  would  be 
most  undesirable  if  the  distinction  between  financial  intermediaries  and  the  ‘real’  economy  was 
eliminated.  It  is  our  view  that  the  interests  of  savers  and  investors  are  served  best  when  financial 
intermediaries  are  used  to  channel  their  funds  to  the  ultimate  users.  Such  a  system  provides  a  discipline 
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which  would  be  lacking  if  business  interests  could  raise  money  from  the  public  directly  by  owning 
financial  and  market  intermediaries,  creating  in  effect  what  may  be  described  as  a  self-financing  ring. 

Thus,  whatever  the  source  of  capital,  our  starting  point  is  that  control  of  securities  firms 
registered  in  Ontario  must  remain  with  investors  who  are  active  participants  in  the  Canadian  securities 
industry.  If  operational  control  firmly  remains  in  the  hands  of  industry  investors,  securities  firms 
will  be  managed  by  professionals  who  are  unaffected  by  extraneous  influences  which  might  lead  to 
decisions  being  made  which  are  not  in  the  interests  of  the  securities  firm  and  its  clients,  but  which 
are  in  the  interests  of  outside  investors. 

The  key  to  any  model  improving  access  to  capital  for  Ontario  securities  firms  from  non¬ 
industry  investors  thus  becomes  a  determination  of  that  level  of  ownership  which  will  not  interfere 
with  the  principle  that  control  must  remain  in  the  hands  of  industry  investors.  With  respect  to  the 
30  percent  threshold  for  any  single  non-industry  investor  that  was  espoused  by  the  Dey  Report,  we 
have  explained  already  why  we  discern  that  a  30  percent  threshold  shareholder  is  likely  to  wield 
influence  so  significant  that  it  could  border  on  control.  It  follows  that  30  percent  ownership  of  a 
securities  firm  by  a  financial  intermediary  might  well,  in  the  view  of  this  Task  Force,  come  undesirably 
close  to  confounding  the  financial  and  market  intermediation  functions  and  similarly  that  30  percent 
ownership  by  an  industrial  or  commercial  corporation  could  eliminate  the  very  desirable  distinction 
between  the  financial  sector  and  the  real  economy. 

We  readily  admit  that  determination  of  a  precise  level  of  ownership  which  does  not  con¬ 
stitute  significant  influence  is  difficult.  However,  we  believe  that  a  20  percent  standard  is  more  ap¬ 
propriate  than  the  30  percent  level  reeommended  by  the  Dey  Report.  The  20  percent  standard  represents 
an  incremental  approach  which,  if  events  prove  it  to  be  too  high,  is  more  easily  reversible  than  a 
higher  percentage.  We  note  that  the  consultation  draft  of  a  new  Loan  and  Trust  Corporations  Act 
released  by  the  Ministry  of  Consumer  and  Commercial  Relations  in  June,  1985  will  prohibit  loan 
and  trust  corporations  from  owning  more  than  ten  percent  of  the  voting  shares  of  a  financial  institu- 
tion.  We  consider  that  an  exception  to  this  prohibition  should  be  made  to  allow  ownership  of  up 
to  20  percent  of  securities  firms. 

Even  at  the  20  percent  threshold,  we  are  concerned  about  the  degree  of  influence  which 
might  be  exercised.  As  added  assurance  that  industry  investors  will  retain  operational  control  of  On¬ 
tario  securities  firms,  we  conclude  that  the  significant  industry  investor  recommendations  of  the 
Dey  Report  should  be  implemented  and  come  into  effect  whenever  a  single  non-industry  investor 
(and  related  parties)  owns  ten  percent  or  more  of  the  votes  in,  or  ten  percent  or  more  of  the  par¬ 
ticipating  securities  of,  an  Ontario  securities  firm.  This  requirement  for  a  “significant  industry  in¬ 
vestor”  will  permit  non-industry  investors  in  the  aggregate  to  have  up  to  49  percent  of  the  votes 
in,  and  49  percent  of  the  participating  securities  of,  an  Ontario  securities  firm.  (With  respect  to  defini¬ 
tion,  we  accept  the  Dey  Report’s  reference  to  an  investor  as  including  both  the  investor’s  associates 
and  affiliates  as  defined  in  the  Securities  Act,  as  well  as  persons  or  companies  acting  jointly  or  in 
concert  with  the  investor.  For  ease  of  reference,  all  others  included  in  a  reference  to  an  investor 
will  be  described  by  us  as  “related”  parties.) 

The  Task  Force  does  not  believe  that  Canadian-controlled  financial  intermediaries  need  to 
be  treated  any  differently  than  other  non-industry  investors.  We  consider  that,  by  restricting  any  single 
Canadian-controlled  financial  intermediary  (and  related  parties)  to  a  20  percent  equity  interest,  con- 
eerns  over  the  conflicts  inherent  in  the  mixing  of  financial  and  market  intermediation  are  alleviated. 
The  remaining  equity  interest  holders,  who  will  have  at  least  an  80  percent  interest,  should  not  per¬ 
mit  any  underwritings  or  actions  inimical  to  the  interests  of  the  securities  firm  in  order  to  aid  the 
financial  intermediary. 

We  believe  that  the  model  recommended  by  this  Task  Force,  permitting,  as  it  does,  very 
substantial  ownership  of  participating  securities  by  non-industry  sources  will  allow  the  industry  to 
decide  for  itself  what  its  need  for  capital  should  be  in  the  light  of  the  rapidly  changing  nature  of 
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capital  markets.  There  is  little  doubt  that  the  financing  of  a  securities  firm  presents  a  somewhat  more 
difficult  problem  because  of  the  volatility  of  the  earnings  of  such  firms  than  does  the  financing  of 
commercial  firms  with  records  of  more  consistent  earnings.  However,  the  problem  should  not  be 
regarded  as  being  so  overwhelming  that  capital  may  not  be  attracted  successfully  from  the  public 
by  such  firms.  In  other  words,  we  do  not  believe  that  an  industry  which  is  so  ingenious  in  financing 
new  businesses  with  no  proven  earnings  records  and  businesses  which  have  very  volatile  earnings 
records  cannot  do  for  itself  what  it  has  done  for  others.  We  make  this  comment  because  we  believe 
it  is  important  that  the  industry  continue  to  be  independent  and  that  this  independence  can  be  main¬ 
tained  best  if  investment  firms  obtain  the  bulk  of  their  capital  from  the  public  and  sources  within 
the  industry  and  not  from  financial  intermediaries  or  controlling  commercial  and  industrial  enter¬ 
prises.  Accordingly,  we  think  that  any  scheme  permitting  greater  access  to  capital  should  be  design¬ 
ed  with  this  consideration  in  mind.  We  believe  that  the  recommended  model  will  permit  the  industry 
to  obtain  whatever  financing  events  prove  it  needs,  while  maintaining  its  independence. 

In  light  of  all  of  the  above  considerations,  we  recommend  that: 

2.  Non-industry  Investment  in  Securities  Firms 

a)  Non-industry  investors,  including  financial  intermediaries,  should  be  permitted  to  own  in 
the  aggregate  up  to  49  percent  of  the  voting  rights  in,  and  49  percent  of  the  participating 
securities  of,  a  securities  firm  registered  in  the  Province  of  Ontario,  provided  that  no  single 
non-industry  investor,  including  related  persons  and  companies,  should  be  permitted  to  own 
more  than  20  percent  of  either  the  voting  rights  or  participating  securities. 

b)  If  any  single  non-industry  investor,  including  related  persons  and  companies,  owns  more 
than  ten  percent  of  either  the  voting  rights  in,  or  the  participating  securities  of,  an  Ontario 
securities  firm,  then  industry  investors  who  own  at  least  51  percent  of  the  participating 
securities  and  at  least  51  percent  of  the  voting  rights  in  that  securities  firm  must  exercise 
their  voting  rights  as  a  single  investor. 

c)  For  so  long  as  the  existing  10/25  foreign  ownership  standard  is  in  place,  any  voting  rights 
or  participating  securities  held  by  a  non-industry  investor  which  is  also  a  non-resident  should 
be  characterized  as  voting  rights  or  participating  securities  held  by  both  a  non-resident  and 
a  non-industry  investor. 


Although  we  believe  that  the  20  percent  limitation  will  ensure  the  independence  of  under¬ 
writing  firms,  we  think  that  added  safeguards  should  be  built  in  even  at  that  level.  One  involves 
the  underwriting  function;  another  the  role  of  directors. 

Underwriters  serve  as  the  linchpin  between  the  issuer  and  investor  during  the  distribution 
of  securities.  This  unique  position  requires  that  the  underwriter  be  independent  of  the  issuer.  The 
Task  Force  is  concerned  about  lack  of  independence  if  a  securities  firm  performs  an  underwriting 
function  for  a  non-industry  investor,  or  any  member  of  a  group  of  related  non-industry  investors, 
which  has  greater  than  a  ten  percent  equity  interest  in  that  securities  firm.  We  are  also  concerned 
about  any  underwriting  done  for  a  company  related  to  any  such  non-industry  investor  or  to  any  such 
member  of  a  group  of  related  non-industry  investors.  In  light  of  these  concerns,  we  recommend  that: 
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3.  Prohibition  Affecting  Underwriting  by  Securities  Firms 

A  securities  firm  should  be  prohibited  absolutely  from  underwriting,  whether  as  principal  or 
agent,  any  securities  of  a  non-industry  investor  or  any  member  of  a  group  of  related  non-industry 
investors  which  owns  more  than  ten  percent  of  either  the  voting  rights  in,  or  participating  securities 
of,  that  securities  firm  and  from  underwriting  any  securities  of  a  person  or  company  related 
to  that  non-industry  investor  or  any  member  of  that  group  of  related  non-industry  investors. 

The  Task  Force  is  concerned  also  about  the  influence  of  any  directors  elected  to  the  board 
of  a  securities  firm  to  represent  the  interest  of  a  financial  intermediary.  Any  such  directors  may  find 
themselves  in  conflict  situations  because  of  knowledge  they  have  gained  from  their  association  with 
the  financial  intermediary  or  because  of  the  competing  interests  of  the  financial  intermediary  and 
the  securities  firm.  We  consider  that  any  such  directors  in  a  conflict  situation  should  behave  in  the 
manner  we  expect  of  a  prudent  director  in  similar  circumstances,  and,  accordingly,  we  recommend  that: 

4.  Restrictions  on  Directors  Representing  Ownership 
Interests  of  Financial  Intermediaries 

Any  directors  representing  the  ownership  interest  of  a  financial  intermediary  in  an  Ontario 
securities  firm  should  be  required  to  absent  themselves  when  any  matter  in  which  the  financial 
intermediary  that  they  represent  has  an  interest  is  being  discussed  or  voted  upon  by  directors. 

The  Exempt  Market 

The  Dey  Report  advocated  a  tightening  of  the  exempt  market  by  recommending  that  only 
registrants  be  permitted  to  act  as  underwriters  and  full  service  brokers  of  corporate  securities.  Several 
representations  to  this  Task  Force  took  a  similar  position.  These  representations  argued  that  registrants 
were  at  a  competitive  disadvantage  because  of  unequal  treatment.  It  was  argued  that  the  existence 
of  the  exempt  market  permits  ownership  restrictions  to  be  escaped  and  allows  significant  non-resident 
participation  in  the  Canadian  securities  industry.  It  was  contended  also  that  the  expansion  of  the  ex¬ 
empt  market  was  eroding  the  principle  of  separation  of  functions  and  was  creating  the  tremendous 
potential  for  conflicts  which  accompanies  that  erosion.  Further,  it  was  argued  that  the  existence  of 
the  exempt  market  lessens  investor  confidence  because  non-registrants  participating  in  the  exempt 
market  are  not  subject  to  any  capital  adequacy  requirements  or  any  ongoing  regulatory  supervision. 

This  Task  Force  recognizes  these  arguments  but  can  draw  no  conclusions  because  little  in¬ 
formation  exists  about  the  exempt  market.  Most  arguments  made  to  the  Task  Force  were  impres¬ 
sionistic  and  unsubstantiated  by  evidence.  It  was  significant  as  well  that  they  usually  were  advanced 
by  parties  who,  having  warned  that  direct  foreign  entry  should  be  rejected  as  a  source  of  excessive 
competition,  also  wished  to  be  insulated  from  whatever  degree  of  competition  the  exempt  market 
now  provides.  We  believe  that  in  the  absence  of  sufficient  information,  the  exempt  market  should 
not  be  narrowed  in  any  way  at  this  time  because  it  sustains  competition  within  the  primary  capital 
market,  it  provides  small  issuers  with  a  means  of  raising  capital  less  expensively  than  by  prospectus, 
and  it  provides  issuers  of  all  sizes  with  the  means  to  raise  funds  quickly.  The  competition  provided 
by  the  exempt  market  is  especially  significant  for  small  issuers  since  large  and  medium  size  firms 
have  the  Euromarket  and  the  American  market  to  provide  alternative  sources  of  financing  and  to 
act  as  competitive  stimuli. 

An  efficient  capital  markets  system  is  integral  to  a  vibrant  Canadian  economy.  Accordingly, 
we  believe  that  government  must  always  play  a  role  in  ensuring  the  efficiency  and  responsiveness 
of  the  capital  markets.  To  do  this,  government  must  have  adequate  information  about  the  capital 
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markets  and  the  ability  to  react  quickly  to  any  adverse  changes  to  or  developments  in  the  capital  markets. 

Practically  the  only  information  currently  provided  to  the  Ontario  Securities  Commission 
about  the  exempt  market  is  that  contained  on  a  Form  20,  which  is  a  form  required  to  be  filed  after 
securities  transactons  made  pursuant  to  certain  exemptions  under  the  Securities  Act.  These  forms 
only  contain  information  about  the  transaction  itself  and  not  about  the  underwriter  or  agent. 

Research  by  the  Task  Force  on  the  exempt  market  was  frustrated  constantly  by  the  dearth 
of  public  information  which  exists  about  that  market.  Very  little  is  known  about  the  participants  in 
the  exempt  market  and  the  information  provided  has  not  been  reviewed  or  analyzed  on  a  consistent 
basis.  We  believe  more  complete  information  should  be  available  to  regulators  and  the  government. 
With  regard  to  the  exempt  market,  we  recommend  that: 

5.  The  Exempt  Market  and  Information  Required  from  Exempt  Market  Participants 

The  current  exemptions  from  the  prospectus  and  dealer  registration  requirements  of  the 
Securities  Act  should  be  maintained,  but  any  participant  in  the  exempt  market  acting  as  agent 
or  underwriter  for  an  issuer  should  be  required  to  provide  annually  the  following  information: 

(i)  capitalization; 

(ii)  the  name  of  each  person  or  company  which  is  a  holder  of  ten  percent  or  more 
of  any  class  of  its  shares  and  the  residency  and  citizenship  or  jurisdiction  of 
incorporation  of  each  such  holder; 

(iii)  a  statement  whether  non-residents,  either  individually  or  in  the  aggregate,  own 
25  percent  or  more  of  any  class  of  its  shares; 

(iv)  a  statement  as  to  the  nature  and  source  of  any  other  financing  used  by  it; 

(v)  a  description  of  the  types  of  activities  in  which  it  and  its  afHliates  regularly  are 
engaged; 

(vi)  a  listing  of  the  exempt  transactions,  and  their  dollar  value,  in  which  it  has  engag¬ 
ed  during  the  past  year; 

(vii)  a  description  of  its  directors  and  senior  managers,  their  citizenship,  their  residen¬ 
cy  and  their  experience  in  Hnancial  or  market  intermediation. 

The  Government  of  Ontario,  in  formulating  its  policy  concerning  the  securities  industry, 
requires  detailed  and  regular  information  concerning  the  exempt  market.  Accordingly,  we  recom¬ 
mend  that: 

6.  Reporting  of  Information  on  Exempt  Market  Participants 

The  Ontario  Securities  Commission  should  submit  annually  to  the  Government  of  Ontario  a  report 
setting  out  the  information  it  has  collected  from  exempt  market  participants. 

Just  as  this  Task  Force  was  concerned  about  the  independence  of  underwriters  when  a  non¬ 
industry  investor  owns  more  than  ten  percent  of  the  participating  equity  of,  or  votes  in,  a  securities 
firm,  we  are  concerned  about  a  lack  of  independence  on  the  part  of  underwriters  or  agents  par¬ 
ticipating  in  the  exempt  market.  Accordingly,  we  recommend  that: 
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7.  Limitation  on  the  Scope  of  the  Exempt  Market 

The  Government  of  Ontario  should  direct  that  any  transaction  in  which  an  exempt  market  par¬ 
ticipant  acts  as  agent  or  underwriter  shall  lose  its  exempt  character  if  the  issuer  is  related  to 
the  exempt  market  participant. 

The  Dey  Report  resulted  from  public  hearings  convened  in  the  fall  of  1984  after  Gordon 
Capital  Corporation  requested  the  approval  of  the  TSE  and  IDA  to  enter  into  an  ownership  arrange¬ 
ment  with  a  foreign  financial  institution  to  create  a  new  entity  which  would  conduct  exempt  market 
transactions.  The  model  recommended  by  the  Dey  Report  probably  would  alleviate  the  necessity 
for  Gordon  Capital  Corporation  to  pursue  its  application.  However,  the  OSC  underscored  the  urgen¬ 
cy  with  which  it  felt  its  recommendations  should  be  implemented  by  the  Government  of  Ontario  and 
cautioned  that  it  would  deal  with  any  applications  it  received  which  were  affected  by  the  matters 
dealt  with  in  the  Dey  Report  if  it  felt  required  to  do  so  in  the  interim  period  before  policy  direction 
was  provided  by  the  Government  of  Ontario. In  registering  our  disagreement  with  this  approach, 
we  again  emphasize  our  view  that  any  response  to  the  Dey  Report  is  an  exclusive  policy  prerogative 
of  the  Government  of  Ontario.  Accordingly,  we  recommend  that: 

8.  The  Gordon  Capital  Corporation  Proposal  for  Participation 
in  the  Exempt  Market  with  a  Foreign  Partner 

The  Ontario  Securities  Commission  should  refrain  from  dealing  with  any  applications,  such  as 
the  Gordon  Capital  Corporation  proposal  to  engage  in  exempt  market  activities  in  conjunction 
with  a  foreign  resident,  which  would  reflect  a  change  in  policy  towards  foreign  participation 
in  the  Ontario  securities  industry  until  the  Government  of  Ontario  has  provided  specific  policy 
direction. 
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